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Calendar of Events 


March 2—8 P.M. Society Meeting 
Subject: Federal Taxation. Loca- 
tion: Engineering Auditorium, 29 
W. 39th Street, New York City. 

March 19—Regular Meeting of the 
Board of Directors. 

April 7—5:15 P.M. Special Tech- 
nical Meeting. Subject: Insurance 
Companies Accounting. Location: 
Society’s Office, 15 E. 41st Street, 
New York City. 

April 9—7:30 P.M. Special Tech- 
nical Meeting. Subject: Con- 
tingent Liabilities and Commit- 
ments. Location: Engineering 
Auditorium, 29 W. 39th Street, 
New York City. 

April 9—Regular Meeting of the 
Board of Directors. 

April 13—7:30 P.M. Society Meet- 
ing. Location: Waldorf-Astoria 
Hotel, Lexington Avenue at 49th 
Street, New York City. Details 
will be announced later. 

April 16—5:15 P.M. Special Tech- 
nical Meeting. Subject: Broker- 
age Accounting. Location: So- 
ciety’s Office, 15 E. 41st Street, 
New York City. 

April 20—8 P.M. Special Tax Meet- 
ing. Subject: Tax Problems 
Regarding Accounting Methods 
and Periods. Location: Engi- 
neering Auditorium, 29 W. 39th 
Street, New York City. 

April 23—5:15 P.M. Special Tech- 
nical Meeting. Subject: Auditors’ 
Liability. Location: Society’s 
Office, 15 E. 41st Street, New York 
City. 

April 28—5:15 P. M. Special Tech- 
nical Meeting. Subject: Graphic 
Arts and Allied Industries. Loca- 
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tion: Society’s Office, 15 E. 41st 
Street, New York City. 
April 30—7:30 P.M. Special Tech- 


nical Meeting. Subject: Con- 
tractors’ Accounting. Location: 


Engineering Auditorium, 29 W. 
39th Street, New York City. 


Wartime Problems of the 
Accounting Profession 


Published below is the text of 
Release No. 1, sent to the entire 
membership of the Society on March 
14, 1942, by the newly appointed 
Special Committee on Wartime 
Problems. 


To the Members: 

The paramount task facing all 
America today is winning the war. 
This is a total war on a scale unpre- 
cedented in all history. To achieve 
victory we must mobilize and utilize 
every resource of manpower and 
materials. Our profession must 
play its part in the war program. 
We cannot carry on as usual. Like 
every other group or organization, 
we must convert our functions to a 
war basis. Problems and difficulties 
are fast arising and even more seri- 
ous and troublesome ones are al- 
ready on the horizon. Instead of 
waiting until they engulf us, our 
Society should launch a comprehen- 
Sive program that can be counted 
on to enable the profession to make 
its maximum contribution to the war 
program. We must do our part in 
contributing personnel directly to 
the Government, both for technical 
accounting services and for partici- 
pation with the armed forces. We 
have also to carry on our vital pro- 
fessional function as an indispens- 
able part of a wartime economy 
which is to produce the necessary 
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equipment and to finance the cost 
of its production and use. 

To move ahead with a concrete 
program for our profession and 
speedily to devise ways and means 
of attacking specific problems as 
they continue to arise, a Special 
Committee on Wartime Problems 
has been authorized by the Board 
of Directors and appointed by the 
President, consisting of Patrick W. 
Rk. Glover, Russell G. Rankin, Ira 
A. Schur, C. Oliver Wellington and 
William R. Donaldson, the latter as 
chairman. The five officers of the 
Society will serve actively as ex- 
officio members of the Committee. 
We will meet frequently and ag- 
gressively attack every phase of 
professional participation in the total 
war program, with considerable em- 
phasis upon a cooperative endeavor 
to deal effectively with the numer- 
ous dislocations and _ disarrange- 
ments that will affect our work and 
our organizations incidental to our 
transition to a war basis. 

Our initial program for immediate 
study and for action to the maximum 
possible extent is as follows: 


1. Assist the Government to find 
skilled men where pressing need 
exists for accountants in the mili- 
tary services and civilian establish- 
ments. 


2. Assist members who leave 
their own practice to enter war 
work to conserve their clientele by 
developing a plan whereby their 
clients are served by other fellow- 
members or firms of members dur- 
ing such absence. The clients so 
served would remain the clients of 
the absent member and would re- 
vert to him upon his return. 

3. Foster and plan the exchange 
and pooling of available staff mem- 
bers when they otherwise might be 
partially occupied, unassigned, or 
temporarily laid off. 

4. Foster the employment of qual- 
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ified women as staff members as a 
wartime measure and develop client 
acceptance of this practice. 


5. Urge accounting schools to ar- 
range the senior year for accounting 
students so as to make them avyail- 
able for work in public accounting 
during the winter season. Urge ac- 
counting schools to offer special in- 
tensive courses in modern auditing 
practice and technique for older men 
and for women who have had requi- 
site basic prior education and ex- 
perience and who pass aptitude and 
personality tests before entrance. 

6. Have the Society’s Committee 
on Practice Procedure study and re- 
port upon the maximum work of 
an annual examination that can be 
performed during interim periods 
and in conformity with generally 
accepted auditing standards. Make 
this information available to the 
membership and to the public. Fos- 
ter the recommended procedure in 
order to alleviate the burden of peak 
periods. Further effort should be 
made to induce clients to adopt a 
natural business year where such a 
change will serve a useful purpose. 

7. Cooperate with the American 
Institute of Accountants to prevail 
upon Governmental (Federal, State, 
and Municipal) departments to grant 
extensions of time for filing of vari- 
ous returns, reports, etc. and to elim- 
inate detail which may be considered 
non-essential during this period of 
unlimited national emergency. 

8. Form a panel of highly experi- 
enced members to give technical 
advice to members in practice whose 
partners, or others whom they have 
relied on for advice, have gone into 
war service. 

Detailed plans and methods are 
now in preparation, and will be an- 
nounced to the members from time 
to time. In the meantime, send us 
your suggestions. We need your 
full cooperation in this initial plan- 
ning phase of our work, as well as 
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in the execution of the plans which 
we are to propose. 


Respectfully submitted, 


Special Committee on Wartime 
Problems 


WitttaM R. DoNALpson, Chairman 
Patrick W. R. Glover 

Russell G. Rankin 

Ira A. Schur 

C. Oliver Wellington 

Ex Officio 

Andrew Stewart, President 

J. Arthur Marvin, Vice President 
Saul Levy, Vice President 

S. Carlton Kingston, Secretary 
Harry E. Van Benschoten, Treasurer 


Special Technical Meetings 

The Society’s Committee on Meet- 
ings announces that a spring series 
of special technical meetings has 
been arranged similar to those of 
last fall. Meetings held at the So- 
ciety’s office will be confined to mem- 
bers only; no formal papers will be 
presented, but the proceedings will 
take the form of a question and 
answer discussion. Those to be held 
at the Engineering Society Building, 
29 West 39th Street, will be open 
to members of the Society and their 
guests. Although the latter will also 
be discussion meetings, in most cases 
there will be an introductory paper 
presented by a member of the Com- 
mittee involved. 

The schedule of these meetings is 
as follows: 


Committee on Insurance Companies 
Accounting 
Society’s Office, Tuesday, April 7, 
1942, 5:15 P.M. 
Committee on Contingent Liabilities 
and Commitments 
Engineering Auditorium, Thurs- 
day, April 9, 1942, 7:30 P.M. 
Committee on Brokerage Accounting 
Society’s Office, Thursday April 
16, 1942, 5:15 P.M. 
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Committee on Auditors’ Liability 
Society’s Office, Thursday, April 
23, 1942, 5:15 P.M. 


Committee on Graphic Arts and 
Allied Industries 
Society’s Office, Tuesday, April 
28, 1942, 5:15 P.M. 


Committee on Contractors’ 
Accounting 
Engineering Auditorium, Thurs- 
day, April 30, 1942, 7:30 P.M. 


Committee on Investment Trusts 
Society’s Office, Tuesday, May 5, 
1942, 5:15 P.M. 


Committee on Bankruptcy Procedure 


Engineering Auditorium, Thurs- 
day, May 7, 1942, 7:30 P.M. 


Committee on Budgets and Budget- 
ary Control 
Society’s Office, Thursday, May 
14, 1942, 5:15 P.M. 

Committee on Retail Accounting 
Society’s Office, Thursday, May 
21, 1942, 5:15 P.M. 

Committee on Restaurant 

Accounting 
Society’s Office, Tuesday, May 26, 
1942, 5:15 P.M. 
Committee on Real Estate 
Accounting 
Engineering Auditorium, Thurs- 
day, May 28, 1942, 7:30 P.M. 


Federal Taxation Meetings 

Commencing on Monday evening, 
April 20, 1942, the Committee on 
Federal Taxation will resume its 
monthly schedule of meetings de- 
voted to discussions of federal in- 
come and excess profits taxes. The 
Committee feels that this year the 
Society’s tax meetings should not 
terminate on March 15th, but should 
be continued throughout the year. 
In the opinion of the Committee, tax 
problems with which members of the 
Society will be confronted during the 
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year will be of such import and con- 
cern that continuing attention should 
be devoted to them. 

The subject of the April 20th meet- 
ing will be “Tax Problems Regard- 
ing Accounting Methods and Periods,” 


and will be in charge of James A. 


Campbell, assisted by Messrs. Peter 
Guy Evans, J. K. Lasser and Fred- 
erick C. Rohwerder. 


Cooperation with Outside Groups 


On February 27, 1942, J. S. Seid- 
man, Chairman of the Society’s 
Committee on Federal Taxation, ap- 
peared as guest speaker before a 
luncheon meeting of the Buffalo 
Chamber of Commerce, Buffalo, New 
York. The subject of Mr. Seidman’s 
address was “Pointers on 1941 and 
1942 Income and Excess Profits 
Taxes.” 

This occasion terminated a series 
of appearances before similar groups 
in New York State by Mr. Seidman 
and the vice chairman of the Com- 
mittee, Leslie Mills. These meetings, 
which were arranged by the Society’s 
Public Relations Department in co- 
operation with the Federal Taxation 
Committee, included, in addition to 
the Buffalo Chamber of Commerce, 
addresses before the Rochester 
Chamber of Commerce, a joint meet- 
ing of the Syracuse Chapter of the 
National Association of Cost Ac- 
countants with the Syracuse Cham- 
ber of Commerce, and the Capital 
District Conference of Bank Auditors 
and Controllers of Albany. 


Income Tax Broadcasts 


The Public Relations Department, 
in cooperation with the Committee 
on Federal Taxation, has prepared 
a series of radio broadcasts on fed- 
eral income taxes for presentation 
over several of the larger stations 
in New York State. Fourteen 3- 
minute programs were given over 
Station WABY in Albany during 
the period of January 27th to March 
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13th, 1942, and similar broadcasts 
have been scheduled in Syracuse 
and Buffalo over the facilities of 
other local stations. 


March Society Meeting 


On the evening of March 2, 1942, 
the Society held its regular monthly 
meeting in the main auditorium of 
the Engineering Society Building, 29 
West 39th Street, New York City. 
The meeting was handled by the 
Federal Tax Committee of which 
J. S. Seidman is Chairman, and was 
devoted to a discussion of various 
problems relative to federal income 
tax returns. 

The meeting was in charge of 
Leslie Mills, Vice Chairman of the 
Committee, who was assisted by 
Messrs. William R. McNamara, 
Charles Meyer, and Vincent H. 
Maloney. 


William H. Wilson 


William H. Wilson, resident part- 
ner in the nationally-known account- 
ing firm of Ernst & Ernst, and a mem- 
ber of this Society since July, 1936, 
died at his home at Eggertsville, 
N. Y., on February 11, 1942, at the 
age of 50. 

Mr. Wilson was also a member of 
the American Institute of Account- 
ants, and various other organiza- 
tions. 

He is survived by his widow and 
three sons. 


C. Aubrey Nicklas 


C. Aubrey Nicklas, chairman of 
the Board of the Empire Construc- 
tion Company, and a member of the 
Society since April, 1912, passed 
away on March 7, 1942. 

Mr. Nicklas was a member of the 
Society’s Committee on Contractor’s 
Accounting and a director of the 
General Contractors’ Association. 
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He was also a member of the Ameri- ancy profession at large, has sus- 
can Institute of Accountants and tained the loss of two able and loyal 


other organizations. members whose long record of devo- 
Mr. Nicklas is survived by his tion to the practice of their profession 
widow, a son and two daughters. has contributed much to the develop- 


—_—_— ment of accountancy; they have ex- 
In the passing of these members, erted an influence which will long 
the Society as well as the account- survive them. 





Somewhere... 


an American sailor’s life has just been saved by 
a transfusion of blood, collected by the Red 
Cross and put on his ship by the Red Cross. 
Remember this when you’re asked to give or 


give again to the RED CROSS WAR FUND 
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Recommendations of Federal 


Taxation Committee 

Twenty-five recommendations for 
changes in federal income and excess 
profits taxes were forwarded on 
March 4, 1942 to the United States 
Treasury Department by the So- 
ciety’s Committee on Federal Taxa- 
tion. These changes were princi- 
pally designed to simplify computa- 
tions and liberalize relief provisions 
under the new revenue act, Congres- 
sional hearings for which started on 
March 3rd. 

The text of these recommendations 
is included below: 


Recommendations of Committee on 
Federal Taxation to United States 
Treasury Department 


re: INCOME TAX 


Items of General Application 

(1) A close corporation, being in 
essence a partnership, should, for 
purposes of equity and simplicity, be 
given a binding option to be taxed 
as a partnership. (A similar provi- 
sion existed in the 1918 law). 

(2) The capital stock tax and de- 
clared value excess profits tax should 
be repealed, because they are in- 
herently unsound. If these taxes 
are continued, annual declarations of 
capital stock tax value should be 
permitted. 

(3) The law should provide for 
consolidated returns for both income 
and excess profits taxes. If con- 
solidated returns are permissive, 
election of consolidation for one tax 
should make mandatory consolida- 
tion for the other tax. If consoli- 
dated returns are permissive, brother- 
sister groups should be included. 
The criterion for consolidation should 
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not be 95% stock ownership but 
rather 80%, which is the control 
factor recognized in Section 112 for 
tax-free reorganizatons. 

(4) The excess profits tax should 
be specifically allowed as a deduc- 
tion for Section 102 purposes, if there 
is any doubt that it is not allowable 
under the law as now worded. 


(5) Personal holding companies 
which have neither current income 
nor accumulated earnings and profits 
should be allowed to make use of the 
consent dividends principle to the 
extent of capital losses not permitted 
to be taken into account, with the 
understanding that such “dividends” 
would be reportable, as such, by the 
stockholders. 

(6) Personal holding companies 
should be entitled to avail themselves 
of the deficiency dividend principle 
where the deficiency is asserted after 
the company has been liquidated or 
where there are not accumulated earn- 
ings and profits when the deficiency 
is determined, out of which a defici- 
ency dividend can be paid. This can 
be done by the same type of consent 
arrangement referred to in (5). 


Items Designed to Eliminate 
Duplication or Computations 
Involving Interdependent Variables 


(7) In computing the limitation 
for the contribution deduction, and 
for other variables based on a per- 
centage of income, corporate net in- 
come before deduction of declared 
value excess profits tax and sub- 
chapter E excess profits tax should 
be used. 

(8) The dividends received credit 
should be the same for all purposes. 
The measure should be 85% of the 
adjusted net income computed with- 


March 





out 
cla: 
the 
in } 
the 


cla! 
pur 
me 
ded 
be 

oa 


net 
dec 
the 
but 
to t 
late 
pro 
wh 


shc 
yee 
by 
sur 
pos 
inc 
or 
cor 
ves 
ma 


shc 
der 
ter: 
pu 
cha 


par 


be 

pai 
cor 
bas 





but 
rol 
for 


uld 
uc- 
ere 
ble 


ies 
Fes 
le 
ter 


‘n- 
cy 
Ci- 
an 
nt 


le 
1- 





Professional Comment 


out the deduction of either the de- 
clared value excess profits tax or of 
the excess profits tax. This should 
in any event be done in computing 
the declared value excess profits tax. 

(9) In computing adjusted de- 
clared value for capital stock tax 
purposes, the amount of the adjust- 
ment tor net income, or excess otf 
deductions over gross income, should 
be arrived at without the allowance 
of the operating net loss deduction. 


(10) In computing excess profits 
net income, the net operating loss 
deduction should be based not on 
the amount for income tax purposes 
but rather the amount giving effect 
to the adjustments required to trans- 
late normal tax net income to excess 
profits net income of the year in 
which the loss was sustained. 

(11) The same principal as in (10) 
should apply in computing the one 
year net loss carry-forward (allowed 
by Section 26(c) as part of the basic 
surtax credit for income tax pur- 
poses) in determining net taxable 
income for purposes of Section 102, 
or subchapter 2A (personal holding 
companies), or Supp. Q (mutual in- 
vestment companies), as the case 
may be. 

(12) The same principle as in (10) 
should apply in computing the divi- 
dends paid credit carry-over in de- 
termining net taxable income for 
purposes of Section 102 and sub- 
chapter 2A (personal holding com- 
panies). 

(13) The capital stock tax should 
be allowed as a deduction in the year 
paid, whether or not the taxpayer 
corporation is on the cash or accrual 
basis. 


r€: EXCESS PROFITS TAX 


Income and Credit 


(14) To counteract to some ex- 
tent a special adversity that a com- 
pany may have experienced during 
the base period and that is really 


not a diminution of its normal earn- 
ing power, a corporation should 
have the right to determine its earn- 
ings experience by reference to the 
best three years out of four, and use 
three rather than four as the de- 
nominator. 

(15) Income for the base period 
and for the current period should 
be computed in exactly the same 
manner, otherwise the comparison 
is made of unlike things. 

(16) At present, gains on the sale 
of depreciable assets are excluded 
but losses stand in both periods. If 
it is sound to eliminate gains then 
it should be sound to eliminate losses. 

(17) A corporation which is a pred- 
ecessor to an individual or partner- 
ship that is later incorporated, should 
be permitted to be a “component of 
a component.” 

(18) Base period experience of a 
predecessor individual, partnership 
or corporation should be available 
without the requirement about being 
“qualified” or in existence at the be- 
ginning of the base period. 

(19) Section 734 should be re- 
vised to make it parallel Section 3801, 
to limit adjustments only as far back 
as 1932. Also, adjustments should 
apply only to the taxpayer corpora- 
tion or its predecessor. 


Relief and Abnormalities 

(20) In Section 722, the limitation 
of reconstructed base period average 
income to the amount of income of 
the last year should be removed. 

(21) Also the beginning of each ex- 
cess profits tax year should be the 
criterion of abnormality, instead of 
the specific date of January 1, 1940. 

(22) The same relief should be 
available to a successor corporation, 
resulting from a tax-free reorganiza- 
tion, as would have been available 
to the predecessor. 

(23) Income or deductions which 
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are abnormal by nature should be 
eliminated entirely, without refer- 
ence to the 125% limitation. 

(24) Adjustment for abnormal in- 
come should not be confined to an 
item that “is not a consequence of a 
change at any time in the type, man- 
ner of operation, size, or condition 
of the business engaged in by the 
taxpayer.” (Section 711 (b) (1) (k) 
(ii) ) 

(25) The adjustments for ab- 
normal income in the current period 
should be applied to abnormal in- 
come in the base period. 

COMMITTEE ON FEDERAL TAXATION 


J. S. SerpMan, Chairman 
Nathaniel B. Bergman 
Francis P. Byerly 
James Campbell 

Walter A. Cooper 
Peter Guy Evans 

J. K. Lasser 

Vincent H. Maloney 
William R. McNamara 
Charles Meyer 

Leslie Mills 

Frederick C. Rohwerder 
Nathan F. Ross 

Paul D. Seghers 

Victor H. Stempf 


Extensions 


Of interest to members will be the 
following correspondence between 
the chairman of the Committee on 
Federal Taxation of the American 
Institute of Accountants and the 
Assistant Secretary of the Treasury, 
relative to the granting of extensions 
of time by the Internal Revenue 
Department for the filing of federal 
income and excess profits tax returns. 

American Institute of Accountants 
13 East 41st Street 
New York, N. Y. 
February 7, 1942 

Hon. John L. Sullivan, 

Assistant Secretary of the Treasury, 

Washington, D. C. 

Dear Mr. Sullivan: 

This refers to our conference of Febru- 


ary 5 on the matter of the insurmountable 
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difficulty which now faces the accounting 
profession as the result of instructions re- 
cently issued to Collectors of Internal 
Revenue, and the subsequent actions of 
Collectors, with respect to the granting 
of extensions of time for the filing of 
income tax returns and excess profits tax 
returns. The American Institute of Ac- 
countants, as represented by its member- 
ship and the membership of the 48 state 
societies of certified public accountants 
for which it acts as the national co- 
ordinating body, has always cooperated to 
the fullest extent with the Treasury De- 
partment and its various Bureaus and other 
Agencies of the United States Government. 
We are continuing to do that, as evidenced 
by the substantial number of leading mem- 
bers of the Institute who are now render- 
ing service to the various Government 
Departments, Bureaus or Agencies, with 
ttle or no compensation. 


The policy recently adopted with respect 
to the granting of extensions has already 
resulted in the refusal of many extension 
requests even in the cases of taxpayers, 
who by reason of the nature of their busi- 
nesses and the difficulties arising from the 
volume of work involved, have for many 
years past found it impossible to prepare 
income tax returns only by March 15. This 
year the excess profits tax return must be 
prepared before the income tax return can 
be completed. 

So far as the accounting profession is 
concerned the burden of filing complete 
returns by March 15 next in the cases of 
calendar year taxpayers has become par- 
ticularly serious, much more so than in 
prior years,—for these reasons: 


(1) The accounting profession does 
not by any means prepare all tax returns 
for all clients, probably not for a ma- 
jority of them, but in all cases where the 
accountant makes examinations or audits 
or renders other accounting services re- 
lating to the annual accounting of the 
taxpayer, the policy preser.tly indicated 
with respect to extensions will require 
the completion of all such work and 
engagements, even when the accountant 
does not prepare the tax returns. The 
client will be in no position to prepare 
and file correct returns until the account- 
ant has completed his work. If returns 
are filed in advance of such time, they 
may be incorrect. 


(2) Business is being called on today 
to furnish at a moment’s notice a volume 
of statistical data necessitated by the 
nation’s defense efforts, relating to the 
present production, output, the extent 
to which facilities are devoted to civilian 
or defense work and inventories and re- 
quirements of essential materials. This 
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has added materially to the accountant’s 
work either because the members of the 
profession are asked to compile the data 
or to take over other work normally 
performed by the client’s employees so 
as to permit the latter to compile defense 
data. This is far more important than 
the filing of tax returns because our 
nation needs immediate production of 
armament, etc. 


(3) Defense work has added materi- 
ally to the work of our profession, not 
only because of special work required of 
it in connection with the contract ac- 
counting, etc., but, also because it has 
resulted i in a general increase in the time 
and effort required for ordinary ex- 
aminations. 


(4) In many instances clients who 
have heretofore prepared their own tax 
returns are now calling on their account- 
ants for assistance in that respect, either 
because their own employees do not have 
the time, or the further complications of 
the taxing statutes make necessary the 
assistance and the service of the mem- 
bers of the profession who are better 
equipped to deal with the complexities 
of the Internal Revenue Code and its 
application to accounting data. It is to 
the Government’s interest that taxpayers 
obtain adequate advice and assistance. 
Furthermore, the recent amendments 
through the 1941 Revenue Act, not only 
require recomputations in many instances, 
but in a number of cases where it was 
obvious with respect to 1940 that no ex- 
cess profits tax liability was involved the 
change in the law and/or increased 
profits have made necessary for the first 
time, an accurate determination of either 
the base period income or invested capi- 
tal or both. 


To top off all the foregoing, the 
profession has suffered a serious loss of 
personnel during recent months. Many 
of the men engaged in accounting prac- 
tice, probably to a greater degree than 
most fields of endeavor, are of an age 
particularly suitable for military service. 
While time has not permitted a thorough 
canvass of the profession to obtain statis- 
tics and data, inquiries with respect to 
the status of some of the larger account- 
ing firms, where such information is more 
readily obtainable, show that certain 
firms or offices of certain firms from 
whom we have been able to obtain 
statistics, have since July 1, 1941 lost an 
average of 24% of their then permanent 
accounting personnel with some firms or 
offices reporting losses as high as 50%. 
Though some assistants are employed on 
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a temporary basis during the busy season, 
the extent to which that kind of assist- 
ance or replacement can be used is limited 
by the size of the developed permanent 
staff. It takes not only considerable edu- 
cation and training but also practice and 
experience to equip men so that they can 
satisfactorily engage in public accounting 
practice; hence the loss referred to can- 
not be overcome in a matter of a few 
months, particularly as many account- 
ants previously temporarily available 
have been absorbed by expanded business 
activity. We have lost a number of men, 
and we cannot immediately replace them. 


We believe you realize the burdens in- 
herent in the filing of the increased num- 
ber of tax returns that will be required this 
year to say nothing of the difficulties ordi- 
narily experienced by many taxpayers, who 
for years have been unable to file tax re- 
turns by March 15. With respect to some 
features, such as consolidated returns, the 
Regulations have not yet been issued. 


The accounting profession on the other 
hand is fully aware of the problem facing 
our administrative and legislative officials 
with respect to revenue statistics, particu- 
larly in the light of proposed new tax 
legislation. The accounting profession can 
and will cooperate with the Treasury De- 
partment to make as much data as possible 
available for that purpose but the statisti- 
cal data that may be obtained from so- 
called final returns that cannot possibly 
be final will be no more accurate or useful 
than what could be obtained from adequate 
tentative returns. 


Returns, which will necessarily have to 
be tentative because data is not available, 
will be recorded as final returns, and will 
lead to many complications when it becomes 
necessary to file final returns reflecting a 
different tax liability. Deficiencies will 
involve interest charges, even though quar- 
terly instalments may have exceeded what 
would have been due according to amended 
returns. Where overassessments have been 
made, subsequent refunds will be required, 
together with all the administrative detail 
and procedure that such a state of affairs 
will involve. Furthermore, accountants 
preparing such returns apparently are to 
be required to sign an affidavit that the 
return “is a true, correct and complete 
statement of all the information respecting 
the tax liability.” We do not see how 
such an affidavit can possibly be signed in 
hundreds of cases 


We believe, however, that all these diffi- 
culties can be resolved and overcome if the 
Treasury Department would adopt a policy 
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and procedure along the lines of the fol- 
lowing: 


(1) That it freely grant extension re- 
quests on application by either the tax- 
payer or the professional practitioner, 
preferably the latter so that the account- 
ant will assume the responsibility for any 
statements regarding the inability to file 
a tax return because of the impossibility 
of accumulating the necessary factual and 
accounting data. 


(2) Require that all tentative returns 
be completely filled in with all data 
(other than evidentiary matter ), normally 
required in the final return, as accurately 
as the circumstances in each case will 
permit. 

(3) Require the accountant or other 
advisor to execute the affidavit, on the 
tentative return, with such modifications 
as may be required by reason of the ten- 
tative nature of the information reported. 


The adoption of the foregoing procedure 
will assure the Treasury Department of as 
much statistical data as it is humanly pos- 
sible to obtain and probably more than 
would otherwise be available because in 
many cases it will be impossible to file even 
what purports to be a final return, par- 
ticularly in those situations where the tax- 
payers must make a binding election. They 
should not be required to make binding 
elections in the absence of all the data that 
is necessary to reach a proper decision. If 
extensions are not granted in such cases 
returns just cannot be filed 

On behalf of the accounting profession, 
we can assure the Treasury Department 
of its fullest cooperation to obtain the 
maximum available amount of information. 
Furthermore, if any members of the pro- 
fessional accounting societies should make 
false statements in connection with tax re- 
turns or extension requests they can be 
subjected to disciplinary action under the 
3y-laws, Charters or Constitutions of the 
American Institute of Accountants and the 
several state societies or institutes and we 
can assure you of our cooperation in that 
respect also. 

We respectfully urge, therefore, that the 
Treasury Department and the Bureau of 
Internal Revenue revise its present policy 
as to extension requests and, if statistical 
requirements necessitate, adopt the pro- 
cedure herein suggested. 


Respectfully submitted, 


WALTER A. Cooper,* Chairman, 
Committee on Federal Taxation. 


* Member Federal Taxation Committee, New York State Society of 
Accountants. 
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TREASURY DEPARTMENT 
Washington 

March 2, 1942 
Mr. WALTER A. Cooper, Chairman 
Committee on Federal Taxation 
American Institute of Accountants 
70 Pine Street 
New York, New York 
My dear Mr. Cooper: 
Your letter dated February 7, 1942, stress- 
ing the need for a more liberal policy with 
respect to the consideration of applications 
of corporations for an additional time within 
which to file their income and excess profits 
tax returns, has been given careful con- 
sideration. 

All collectors of internal revenue were 
instructed by telegram on February 27, 
1942, to pass upon applications for exten- 
sion of time to file all types of income tax 
returns and were advised that previous 
instructions to them to submit to Washing- 
ton applications of corporations for con- 
sideration are rescinded. They were fur- 
ther instructed to give full consideration 
to conditions now existent and to grant 
extensions for sixty days where justified. 

If further correspondence relative to this 
matter is necessary, please refer to 
PrP sT-LES. 


Very truly yours, 


Joun L. SuLLIVAN 
Assistant Secretary of the Treasury 


Audits of Army Organizations 


Reprinted below is a letter re- 
ceived by the American Institute of 
Accountants in which the suggestion 
is made that members of the account- 
ing profession offer their services to 
audit the books of Army Clubs and 
Social Centers without compensa- 
tion. 

The thoughts expressed in this 
letter by Lieutenant Hull might pro- 
vide members of the Society who 


are anxious to help our war effort 


a means whereby their services can 


be utilized. 


Albuquerque, N. M. 
January 16, 1942. 


American Institute of Accountants, _ 
13 East 41st Street, New York, N. Y. 
Dear Sirs: 

This will acknowledge with thanks 


Certified Public 
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your letter in which you state that I will 
not be required to pay dues while I am 
in the army in time of war. I assure you 
that I appreciate the co-operation of the 
Institute and feel sure that all other 
members who find themselves in the 
same condition as myself will feel the 
same even though they may be too busy 
to let you know. 

There is one other thing that I feel the 
Institute should bring to the attention of 
its members. There are various activi- 
ties in the army that are not strictly 
speaking completely military as the 
army understands it. These activities 
are among other things clubs and social 
centers which are under army supervi- 
sion, but are required to be self-support- 
ing. I think it would be a generous 
gesture if the members of the Institute 
would agree voluntarily to audit these 
activities without compensation. 

When the officers’ club was formed 
at this base there was included a sec- 
tion in the by-laws whereby it was re- 
quired that the books be audited by a 
reputable outside accountant, (or words 
to that effect). I objected and attempted 
to have inserted, “by a certified public 
accountant.” It was considered that the 
cost would be prohibitive and the sen- 
tence was ended after the word “audited.” 
I contacted one C.P.A. in Albuquerque 
and he informed me he would under- 
take the audit at regular fees. Were 1] 
not in the army I would consider it the 
least that I could do if I were to make 
this audit for nothing, provided I could 
do it at a time when it would not inter- 
fere with the service I should give to 
my regular clients. 

I feel sure that the Public Relations 
Section of the army would see that 
proper credit for this work would be 
given to the accountants that might so 
generously give of their time and knowl- 
edge, and that the matter would be 
brought to the attention of the public 
through the medium of the newspapers. 
Please understand that this is only my 
opinion, but I feel sure that if you were 
to contact the War Department they 
would be very appreciative of the offer. 

Very truly yours, 
Lrevr. Cras. L. Hutt, 
Finance Office—Air Base 
Albuquerque, New Mexico 
Cost to Business of Public 
Accounting 
“Almost constantly over the span 
of a decade, since controllers of 
business concerns formed their na- 
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tional organization, the matter of 
the cost to business of the services 
of public accountants has been be- 
fore the controllers, and has received 
serious consideration. Scores of con- 
trollers have reported privately to 
The Controllers Institute of Amer- 
ica the amounts of the reductions in 
public accountants’ fees which they 
have been able to bring about, by 
coming to a clear understanding 
with their public accountants as to 
the programs to be followed in in- 
ternal auditing, and in the establish- 
ment of effective controls. 

“Reduction of fees of public ac- 
countants does not mean a lessening 
of net income to that profession, as 
close cooperation with controllers 
means that fewer man hours need 
be devoted to public auditing work, 
while at the same time attaining a 
closer check of a company’s opera- 
tions and results. 

“This is the time of year when 
such questions are before controllers 
and their company managements. 
Both controllers and public account- 
ants agree that this is the best 
method to pursue. Harmonious ar- 
rangements as to scope of audits, 
fees, and the like will flow naturally 
from this close cooperation by the 
two groups of technicians.” 

An editorial appearing in the February, 
1942, issue of THE CONTROLLER, official pub- 
lication of the Controllers Institute of 
America. 


Accountants in War 


“Last month we discussed some of 
the questions related to the status of 
accountants in the war effort. Since 
then two informal surveys have been 
made which indicate, first, that there 
is a rapidly growing shortage of 
trained and experienced staff ac- 
countants in public accounting firms, 
and, second, that, in general, the 
Army is to only a limited extent 
making use of the special ability of 
accountants who have been drafted. 
In neither survey was the sample 
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large enough to support unqualified 
conclusions, but we have no reason 
to believe that the results are not 
fairly indicative. Of more than 
2,000 permanent staff accountants in- 
cluded in one survey about fifteen 
per cent have been lost since last 
July to the draft, to government 
service, or to private industry in 
war work. Of a sample of 176 ac- 
countants drafted into the Army, 
only about thirteen per cent appear 
to have been assigned to service 
which would permit them in any 
way to utilize their accounting 
ability. 

“There seems real danger that there 
soon may be too few qualified ac- 
countants available to perform ac- 
counting, auditing, and tax work for 
both government and industry which 
is indispensable to efficient conduct 
of the war. Accordingly, the execu- 
tive committee of the American In- 
stitute of Accountants has created 


a special committee to study the 
problem and present to appropriate 
government officers pertinent data 
bearing on the most advantageous 
use of accountants in war. This 
means most advantageous to the na- 
tion, not to the individual, nor to 
his profession. 

“The government must be informed 
of the vital importance of accounting 
in the war effort—its relation to pro- 
duction of war material, to control of 
government expenditures, and to col- 
lection of government revenues. The 
objective is not to seek exemption 
of individual accountants from the 
armed forces, if they can serve best 
there, nor to maintain “accounting as 
usual,” but simply to facilitate the 
use of accountants—in Army, Navy, 
civil service, industry, or professional 
practice—where they will do the 
country the most good.” 


An editorial appearing in the March 1942 
issue of the JouRNAL oF ACCOUNTANCY. 





THE AMERICAN RED CROSS 
NEEDS THE HELP OF 
THE ENTIRE ACCOUNTING PROFESSION 


The Accountants Committee for 
The Red Cross War Fund 


would like to hear from you 
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Auditing Procedure 


By A. S, Feppe, C.P.A. 


T is well to consider for a moment 

that the functions of a public ac- 
countant, and I here speak of one 
that holds a certificate from a state 
testifying that he has qualified as an 
expert, do not consist wholly of 
auditing. When he audits he acts 
as an independent auditor but in 
many other situations he acts as an 
expert accountant and not as an 
auditor. We, at any rate, recognize 
the occasions when his report may 
be purely analytical, such as the re- 
sult of investigating costs, ascertain- 
ing losses for purposes of claims, the 
designing of systems of accounting, 
the preparation of tax returns and 
numerous other occasions when he 
acts as an expert accountant and not 
as an auditor. It is embarrassing 
sometimes to have others refer to 
such reports as the report of the 
auditor or the audit report, or—save 
the mark—as the audit. My excuse 
for mentioning this is that I believe 
it is important that the distinction 
should be recognized—that an ac- 
countant may make reports as an 
accountant as distinguished from a 
report as independent auditor. 

Auditing is, however, one of his 
principal functions and under the 
topic, Auditing Procedure, I shall 
try to bring into focus some of the 
later and less understood aspects of 
auditing. For details of methods of 
procedure there are the admirable 
texts which have been published, one 
of them consisting of twelve hun- 
dred pages, and naturally you are 
familiar with all the processes there- 
in enumerated for the substantiat- 
ing of records. 

One thing looms large and it is 
comprehended in the phrase, “at a 
cost that will be within the limits 
of a prudent economy.” This appears 








on page 9 of the bulletin Examina- 
tion of Financial Statements issued 
by the American Institute of Ac- 
countants in 1936. This is some- 
thing which the part of the public 
that does not pay the bill for the 
services of the auditor rarely, if ever, 
thinks of. To illustrate what this 
phrase means, let us assume 1,000 
large corporations being audited for 
the purpose of an annual report at, 
say, an average of $15,000 each. If, 
as in the audit of many small con- 
cerns, the outside auditor were ex- 
pected to make an audit of these cor- 
porations equivalent, or almost so, 
to a detailed examination, placing 
no reliance on the internal checks, 
and basing his report on substantia- 
tion of all the items on the books by 
his own audit procedures, it would 
very likely take something like ten 
times as long on the average and 
cost, let us say, eight times as much, 
or an average per company of $120,- 
000. As compared with the examina- 
tions based on tests, and reliance on 
internal checks and controls where 
it appears warranted, there would be 
a cost of possibly that figure multi- 
plied by 1,000 or $120,000,000 as com- 
pared with $15,000,000, or an excess 
of $105,000,000 annually to be borne 
by the stockholders of each of those 
1,000 corporations. Such procedure 
would be far beyond the bounds of 
a prudent economy. 

Auditing procedure within the 
limits I have mentioned resolves it- 
self into the questions of what pro- 
cedures to employ and how much. 
The answer to that depends on the 
terms of the engagement and the 
purpose or purposes for which the 
examination is had. Audit engage- 
ments range from the type where 
the management of a small concern 
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says, “I want my books audited so 
I will know that everything is all 
right,” to the type where the in- 
dependent accountant’s opinion is 
wanted for an annual report to stock- 
holders. In between, there are en- 
gagements for management purposes 
only, where the accountant may or 
may not be restricted as to certain 
matters, such as the testing of physi- 
cal inventories ; audits for credit pur- 
poses which may exclude some audit 
procedures which might be useful on 
an audit for management purposes 
but not necessary in order to judge 
a credit risk; audits for special pur- 
poses such as examining costs on 
government contracts; and the audit 
incident to registering an issue of 
securities with the Securities and 
Exchange Commission. 


In the first type of engagement 
the management expects the auditor 
to take the place of what would, in 
larger concerns, be the internal audit 
staff—in short, to substantiate all 
transactions either in complete detail 
or in detail for quite extensive parts 
of the period. This type of engage- 
ment requires very little judgment 
as to “how much,” but if less than 
a detailed audit is made—that is, if 
to some extent reliance is placed on 
tests, the management should under- 
stand that such is the case. Engage- 
ments of this type are numerous for 
the simple reason that there are 200,- 
000 or more corporations and only 
about 2,000 of them would rate as 
being large, so the small ones out- 
number the others 100 to one. In 
these engagements generally the au- 
dit procedures are applied in far 
greater volume in proportion to the 
amount of business done than would 
be the case in the audit or, as some 
prefer to call it, the examination of 
a large concern, and so the cost of 
audit is also relatively higher. 

In the small concern, because of 
the small number of office employ- 
ees, there is not the same oppor- 
tunity for internal check, that is, a 
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division of duties and dovetailing of 
work and shifting of work between 
employees from time to time. Neither 
is an internal auditing staff em- 
ployed, though there may be per- 
sons whose duties include a certain 
amount of checking of detail such 
as the pricing and extensions of sales 
invoices, the shipment of goods, and 
the like, which are elementary re- 
quirements in the conduct of any 
business. It might appear that the 
relatively higher cost of such audits 
would pass the limits of a prudent 
economy, but that does not follow. 
In most cases the cost to those con- 
cerns of providing for a greater amount 
of internal check, or an internal au- 
ditor—and in still smaller concerns 
even the employment of a really 
competent office accountant—would 
far exceed the extra cost of examin- 
ing the greater proportion of trans- 
actions. 


However, the man who says he 
wants an audit in order to know 
that everything is all right should 
be informed that the employment of 
an independent auditor provides 2 
certain type of expert service but 
that the auditor is not a guarantor 
or insurer. Audit procedure is in- 
tended to substantiate the accounts 
and bring to light errors that violate 
accounting principles, and also, in 
the type of engagement of which I 
am now speaking, bring to light any 
substantial fraud if it is subject to 
detection by auditing. There are, 
however, limitations on what may 
reasonably be expected of audit pro- 
cedure. If, for example, the con- 
cern’s buyer is getting a commis- 
sion from vendors of merchandise 
who in turn may make it up in the 
prices charged, the auditor should 
not be held responsible for its detec- 
tion. The responsibility rests on the 
managers to see that they are not 
being charged too much for the mer- 
chandise purchased, even though 
they might be misled as to the char- 
acter of their buyer. While the au- 
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ditor is not a handwriting expert, he 
does sometimes detect forgeries by 
being particularly observant or be- 
cause a sixth sense warns him that 
there is something wrong. In some 
cases audit procedure should detect 
forgeries and in some they would 
not necessarily do so. (I am still 
speaking of the audit of the small 
concern.) I will give you an ex- 
ample of each. A check is made out 
to an individual in payment of a 
bill and mailed to the creditor. The 
same bill is presented a few days 
later with a check to cover it for 
signature by another officer or part- 
ner. The bookkeeper forges a blank 
endorsement of the payee’s name and 
deposits the check in his own bank. 
The auditor can discover this in one 
or both of two ways: first, apart 
from the check there is only one 
voucher for two payments; and sec- 
ond, a handwritten endorsement in 
blank should lead to inquiry as to 
the final disposition of the check. 
Now to illustrate the other type— 
a check may be drawn to the order 
of an officer or partner, it may have 
a forged endorsement and may be 
cashed by the bookkeeper without 
any identification on the check as 
to who received the cash. Though 
banks have a rule that the person 
receiving cash shall endorse the 
check presented, the rule is frequently 
not observed. In this case the book- 
keeper says “Mr. X asked me to get 
the money for him.” The paying 
teller knows him and pays out the 
money. The accountant during the 
audit presents Mr. X’s drawing ac- 
count to him and asks him to put 
his O.K. on it which he does. A 
forgery has been committed which 
the employment of normal auditing 
procedure did not uncover. Mr. X 
may, later on, find his account has 
been overcharged and discover the 
forgery, but he should not blame the 
auditor for his failure to uncover it. 

If at the outset of a new engage- 
ment the accountant has a frank 
talk with the client as to what he 
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may expect and what he should not 
expect, and sends a summary of the 
talk to the client, the accountant will 
have the satisfaction of knowing that 
he has dealt fairly and arrived at a 
reasonable understanding and that 
the client knows whether he is get- 
ting a detail audit or an audit by 
tests the extent of which have been 
reasonably defined. 

There is, of course, no clear divid- 
ing line between a small and a large 
concern. I picture concerns having 
invested capital up to a million dol- 
lars as being small concerns, from 
that point to approximately ten mil- 
lion that they are approaching what 
may be called large concerns, and 
that past the ten million mark they 
might be classed as “large” corpo- 
rations. 

With the increase in size of a 
concern the office force naturally is 
larger and more scope is afforded 
within the concern for internal check 
and control, and if it operates plants 
and offices in more than one place 
an internal auditing staff is usually 
developed. Then, with a competent 
chief accountant and a comptroller 
providing the management with operat- 
ing and statistical information at 
frequent intervals, the independent 
auditor’s services are less required 
for the furnishing of management 
information and to discover and halt 
irregularities, than in order that in- 
dependent judgment may be had on 
the observance during the period 
of proper accounting principles, the 
proper presentation of the annual 
accounts, and the substantiation by 
audit procedure, suitable under the 
conditions, of the statements of oper- 
ations and financial position. This 
type of audit takes into consideration 
the routine employed in handling 
and recording transactions, and the 
value of the internal checks, con- 
trols, and audit—all with a view 
to determining both the kind and 
amount of the audit procedures to 
be employed, never losing sight of 
the fact that the work must be done 
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“at a cost within the limits of a 
prudent economy.” If I were to se- 
lect the phases that are particularly 
stressed, I should say they are the 
substantiation of the employment of 
proper accounting principles in the 
accounts and their presentation, and 
the final balance sheet. If the open- 
ing and closing balance sheets are 
properly stated the change in the 
investment in the business should 
be accounted for by the statements 
of operations and surplus. Time also 
is of the essence as the management 
is usually impatient to get the au- 
dited statements to its stockholders 
within a reasonable time. In the 
case of filing audited accounts in 
a registration statement, a time limit 
is set by law. 


It should be possible to see that 
the conditions that must be met in 
the audit of the large and particu- 
larly the very large corporations are 
not compatible with the belief that 
seems to be held by a part of the 
public that the independent auditor 
makes certain, by checking every 
transaction and every entry, that the 
accounts in every detail are correct 
to the last cent. It is being advo- 
cated by a good many accountants 
that annual corporation accounts be 
reported without cents and dollars 
up to the thousand dollar point, as 
being easier to grasp, affording more 
scope for comparative statements, 
and in that form emphasizing that 
the corporation report and the ac- 
countant’s opinion are concerned 
with the financial items that have 
some importance and not with mat- 
ters that have no significance. 


So far as procedures are concerned, 
audits for credit purposes follow the 
same course as an audit for presen- 
tation of accounts to stockholders 
unless there is some specific require- 
ment that the auditor report on par- 
ticular phases, which may require 
special investigation. Many credit 
grantors wish to know what the 
accountant has done in substantiat- 
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ing the items in the balance sheet — 
although they probably realize that 
only an accountant engaged on the 
work can possibly know whether his 
procedures and inquiries have been 
sufficiently conclusive to justify his 
opinion on the statements. Did he 
in the course of his work turn up 
any leads that he should have fol- 
lowed further? Only he could know. 
A recital of procedures employed 
may indicate that he has been ortho- 
dox in his methods but that does 
not prove that the procedures have 
been intelligently applied or that he 
has made a good audit. 


The Chief Accountant of the Se- 
curities and Exchange Commission 
has been willing to confer from time 
to time with committee representa- 
tives of the American Institute of 
Accountants, and also to hear their 
views when regulations touching the 
practice of accountancy were being 
considered. The issue of regulations 
applying to accountants and their 
audits made effective March 1, 1941 
probably arises from a desire to ob- 
viate the recurrence of failures in 
performance; but perfection does not 
necessarily follow upon the issue of 
regulations. These regulations seem 
to me to require more than would 
be thought tolerable by members of 
other professions if required of them. 
They, no doubt, aim at the accom- 
plishment of a reasonable purpose, 
but analysis and interpretation of 
the printed word may show that 
their scope extends both farther and 
wider than necessary or perhaps 
even intended. Two parts are some- 
what disturbing. Both are contained 
in Rule 2-02(b)—Representations as 
to the audit. 


“The accountant’s certificate (i) 
shall contain a reasonably com- 
prehensive statement as to the 
scope of the audit made including, 
if with respect to significant items 
in the financial statements any au- 
diting procedures generally recog- 
nized as normal have been omitted, 
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a specific designation of such pro- 
cedures and of the reasons for 
their omission; (ii) shall state 
whether the audit was made in ac- 
cordance with generally accepted 
auditing standards applicable in 
the circumstances; and (iii) shall 
state whether the audit made omit- 
ted any procedure deemed neces- 
sary by the accountant under the 
circumstances of the particular 
case.” 


Note the phrase “if with respect 
to significant items in the financial 
statements any auditing procedures 
generally recognized as normal have 
been omitted.” That does not con- 
fine itself to significant items only 
in the balance sheet but broadly 
takes in such items in all the finan- 
cial statements. It does not say 
“recognized as normal in the circum- 
stances,’ but simply “any auditing 
procedures generally recognized as 
normal.” In a following paragraph 
the rule provides that in determining 
the scope of the audit necessary, 
appropriate consideration shall be 
given to the adequacy of the system 
of internal check and control, and 
that due weight may be given to an 
internal system of audit; but I do 
not see that this modifies the defi- 
nitely stated requirements to which 
I refer. 

An auditing procedure with refer- 
ence to an item may be normal in 
one circumstance and not in another. 
As an example we might consider 
rental income, which would be a sig- 
nificant item in the financial state- 
ments of many concerns besides those 
mainly engaged in real estate opera- 
tions. The author of a treatise on 
auditing recommends the procedure 
of inspecting the vacancies as a 
check on the receipt of rents, and, 
presumably, he and many others 
would consider that a normal pro- 
cedure. The author states that he, 
himself, discovered a shortage in 
rental income in that manner. But 
suppose the concern being examined 
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has its real estate, consisting of 
many pieces, managed by a real es- 
tate agency firm then, whether the 
principal concern has a check on 
vacancies through its own employees 
or not, I do not think the auditor 
of the principal concern need go 
beyond the reports and statements 
of the managing firm for substan- 
tiation of the rental income. The 
presumed normal procedure of in- 
specting vacancies may be omitted 
—it is not normal under the circum- 
stances. Even if the concern being 
audited manages its own property, 
its own internal check might be such 
that this procedure would not be 
normal. 

The treatise on auditing to which 
I referred consists of twelve hundred 
pages. Must the accountant under 
Rule 2-02(b) recite, with respect to 
significant items, every generally 
recognized normal auditing proce- 
dure omitted? The rule appears to 
say he must. 

The second part of the rule that 
I want to mention is “The account- 
ant’s certificate . (ii) shall state 
whether the audit was made in ac- 
cordance with generally accepted 
auditing standards applicable in the 
circumstances 

There seems to be some difficulty 
in determining what is meant by 
“generally accepted auditing stand- 
ards.” I submit the following defi- 
nitions of “standard.” 


Funk & WAGNALLS 
standard, n. 


1. An established measure of ex- 
tent, quantity, or value. 


2. A type, model, or example for 
comparison. 


ENCYCLOPAEDIA BRITANNICA 
standard 
2. A fixed weight, measure, value 
or quality established by law or 
customarily recognized as a 
unit of comparison by which 
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the correctness of others can be 
determined. 


CENTURY DICTIONARY AND 

CyYCLOPEDIA 

3. That which is set up as a unit 

of reference; a form, type, ex- 

ample, instance, or combination 

of conditions accepted as cor- 

rect and perfect, and hence as a 

basis of comparison ; a criterion 

established by custom, public 

opinion, or general consent; a 
model. 


To some, an auditing standard might 
mean a precise chart or blueprint of 
audit procedure to be followed as a 
model. To others it might signify 
a combination of procedures and 
achievement. 

A precise chart or blueprint to be 
laid down alongside the work of 
the auditor as a measuring stick, I 
believe is conceded in the rule to 
be impossible, as indicated by the 
words “applicable in the circum- 
stances.” That it does not refer to 
achievement is, I believe, contained 
in the words “whether the audit was 
made” which refers to the manner 
of making the audit and not to its 
result. So, in my opinion, it gets 
down to procedures employed which 
would be generally accepted as ap- 
propriate, proper, correct and suffi- 
cient in the particular circumstances. 

It is conceded that circumstances 
differ, so a determination whether 
the accountant had done his work 
in conformity with accepted audit- 
ing standards would require exam- 
ination of the particular case and 
all the circumstances which entered 
into it affecting the methods to be 
employed in making the audit. If 
investigation should disclose that 
some one procedure, possibly judged 
by the accountant at the time and 
considering the known circumstances, 
as unnecessary, but which the in- 
vestigation showed was a generally 
accepted procedure to reach the level 
of model auditing, had not been per- 
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formed, has the accountant then not 
only failed to conform to such audit- 
ing standards but made an erroneous 
statement in his certificate? 

I am giving my impression of a 
literal interpretation of the rule, as 
I do not see how I can read into it 
anything not there. There are cir- 
cumstances in methods of doing busi- 
ness, or recording transactions, or 
connected with the business which 
the auditor can see or ascertain; 
there may also be circumstances 
which he did not know and was un- 
able to learn of at the time. The 
auditor may go to an official of the 
type who tells nothing, or to another 
who will give him a good deal of 
information as to what is going on. 
The rule, however, refers to audit- 
ing standards applicable in the cir- 
cumstances—not, please note, in the 
circumstances known to the account- 
ant or possible for him to know from 
what he ‘could see or learn upon 
reasonable inquiry at the time. 


It may be well to counsel perfec- 
tion and laudable to try to attain it, 
but it seems to me it borders on the 
reckless to incorporate in an audit 
certificate a statement that one has 
attained it. What the rule demands 
is the antithesis of state law. In 
New York State the certified public 
accountant has violated the law who 
has practiced fraud, deceit, or gross 
negligence. The law says nothing 
about those who, having qualified 
under state law to be certified as ex- 
pert public accountants, carry on 
their work without fraud, deceit, or 
gross negligence. 

In a recent article, Mr. Werntz, 
the Chief Accountant of the S.E.C., 
said: “As I see it, an unqualified 
certificate contains an implied repre- 
sentation that the accountant has 
lived up to the standards which are 
generally approved by his colleagues. 
Such a representation, indeed, is 
implicit, I think, to all professions— 
that one who holds himself out as 
a professional man represents that 
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he has and has exercised that skill 
and knowledge common to his call- 
ing. The new rule merely makes 
explicit what was before implicit.” 

I present a somewhat different 
view. I believe that an unqualified 
certificate contains an implied rep- 
resentation that the accountant has 
exercised his skill, knowledge and 
judgment and used reasonable care 
on the matter involved, and there- 
fore believes he has laid a proper 
foundation for the statement which 
he makes of his opinion. He does 
not represent he has lived up to a 
standard but believes he has done 
so. I have already said that a stand- 
ard of performance, a model or cri- 
terion, can only be established in a 
particular case by viewing the cir- 
cumstances surrounding it that were 
known or could be known at the 
time the work was done. I hope it 
is not the correct interpretation of 
the rule or of the new sentence in 
the revised short form of report,— 
that it means that the accountant 
signing such a statement, not only 
represents that he has used the skill 
and knowledge common to his call- 
ing, but that his judgment was per- 
fect both as to what should be done 
and how much, and that the audit 
was made in accordance with what 
would be generally accepted as a 
model performance. 


When one speaks of skill and 
knowledge common to a calling, it 
should be borne in mind that the 
measure of that skill and knowledge 
has been taken by the state before 
issuing a certificate or license to 
practice and to use a designation to 
indicate that one has so qualified. 
Skill, and even more especially judg- 
ment, are peculiarly human attributes 
that cannot be calipered. There is 
no reason to believe that all account- 
ants are equally good accountants, 
all doctors equally good doctors and 
all lawyers on an equal footing in 
skill and knowledge. 


I am heartily in favor of any rea- 
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sonable steps to improve the aver- 
age quality of the work of members 
of our profession, but I believe im- 
provement will come from within 
rather than from without, although 
there is no disregarding the pressure 
that is being brought to bear on us. 
The accounting profession is more 
and more attracting men of good 
background, intelligence, and sound 
preparation for the work. For ac- 
countants who have a consciousness 
of moral obligations, signed state- 
ments as to the quality of the work 
they have done is pure supereroga- 
tion. Any who have no such con- 
sciousness and consequently no self- 
respect, or who may be merely stupid, 
will not mind signing a statement 
asserting perfection in the perform- 
ance of their work. 

I have discussed a part of the 
S.E.C. regulations at some length as 
there seems to be a. belief current 
that accountants can carry through 
their engagements in such a way as 
to measure up, in every respect and 
with unvarying success, to a stand- 
ard or model of performance. 

The conditions of time and cost 
which I have mentioned are not of 
our choosing, and too often the ful- 
fillment of an engagement is a race 
against time. A great problem is 
the securing of competent assistants, 
in whose hands, to a considerable 
extent, we are obliged to confide 
our reputations. This is an annually 
recurring problem in the first three 
months of the year. This year we 
are faced with the added task of 
filling the places of regular staff men 
who have been drafted into the 
armed forces. Signing a certificate, 
which to me seems to contain a 
warranty of perfect performance, 
under these conditions takes on an 
extra hazard. 


The pressure on us at this time 
is not only due to the seasonal work 
but also to the rapid expansion in 
plant capacity and production of 
many industrial concerns engaged in 
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producing materials for war pur- 
poses. (Since Pearl Harbor I don’t 
say “defense” but war.) This ex- 
pansion affects us not only in pro- 
viding more transactions for us to 
examine but, in a considerable meas- 
ure, in requiring our assistance to 
managements, on certificates of 
necessity, systems and routine for 
customer and vendor priorities, for 
plant equipment, for backlog of or- 
ders, records for Defense Plant Cor- 
poration lease, and the like, includ- 
ing many kinds of reports which 
are new to industry. 

One of our most important audit 
procedures, that of testing physical 
inventories, you have probably by 
now discovered is very difficult to 


carry out this season. Some plants 





operating on a twenty-four hours a 
day basis and seven days a week 
are unable or unwilling to spend the 
time required to take physical in- 
ventories, and will, instead, rely on 
their continuous inventory and cost 
records. For one reason or another, 
as you will understand by now, we 
may expect to see more accountants’ 
certificates this year than previously 
embodying qualifications or limita- 
tions on the opinion expressed. Work- 
ing under pressure is no new thing 
to accountants and I expect that de- 
spite our difficulties the members of 
our profession will, with credit to 
themselves, come through this pe- 
riod and accomplish the work that 
devolves on them to the extent that 
it is humanly possible. 
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Form and Content of Balance Sheet and 


Statement of Surplus 


to be filed under the Securities Act of 1933 and the 
Securities Exchange Act of 1934 


By J. ARTHUR Marvin, C.P.A. 


Hit form and content of any ac- 
counting statement reflects the 
primary purpose which it is designed 
to serve. The primary purpose of 
statements filed with the Securities 
and Exchange Commission is to help 
protect investors. In order to pro- 
tect investors, the Commission re- 
quires that there be adequate dis- 
closure in financial statements supplied 
to them, together with assurance 
that such statements are presented 
on a consistent basis and in accord- 
ance with sound accounting principles. 
This purpose is implicit in the lan- 
guage of Section 8(d) of the 1933 Act. 
In that section the Commission is 
given power to suspend the effective- 
ness of any registration statement if 
it “includes any untrue statement of 
a material fact or omits to state any 
material fact required to be stated 
therein or necessary to make the 
statements therein not misleading.” 
The same is true of the 1934 Act. 
Among the objectives of that Act 
were the following, as expressed in 
the Commission’s Second Annual 
Report : 


“cc 


. to make available to the 
average investor honest and reliable 
information sufficiently complete 
to acquaint him with the current 
business condition of the company, 
the securities of which he may de- 
sire to buy or sell.” 


Thus it appears that the form and 
content of the balance sheet and sur- 
plus statement are indicative of the 
primary purpose of supplying the 
investor’s need for reliable informa- 
tion. While the balance sheet may 
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be less significant and informative 
than the profit and loss statement to 
the investor, yet he can best appraise 
the operating results in the light of 
the financial resources of the company 
to weather adverse business conditions. 
Also, the balance sheet sheds light on 
questions of claims against the com- 
pany and the relative priorities of 
different classes of securities. 


Form of Balance Sheet and 
Surplus Statement 


Let us distinguish form from con- 
tent: the one being the outer shell 
of the cocoanut, the other the meat 
inside. We will first examine the 
prescribed balance sheet and surplus 
statement from the standpoint of 
form alone, reserving the question 
of content for later consideration. 

How does the general pattern out- 
lined by the Commission help fulfill 
the purpose for which these state- 
ments are intended? As to the sur- 
plus statement, the prescribed form 
calls for little comment. It is a simple 
analysis of each class of surplus set 
forth in the related balance sheet. 
The nature of a surplus statement 
is such that it admits of little varia- 
tion as to form. The form of a balance 
sheet, however, admits of many varia- 
tions. Because of this the Commis- 
sion has prescribed for it a general 
pattern or framework. Thus, the 
investor is enabled to study the ac- 
counts of different companies on a 
comparable basis. The general pat- 
tern for commercial and industrial 
companies consists of three parts, 
as follows: 
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1. Summarization of debit and 
credit items under 34 captions. 

2. 15 supporting schedules, if ap- 
plicable. 

3. 5 or more explanatory foot- 
notes, where applicable. 


Within this general pattern, sug- 
gestive of a degree of standardiza- 
tion hitherto lacking, the Commis- 
sion permits the exercise of discretion 
as to form, order, and terminology. 
I should like to quote Rule 3.01 in 
this connection: 

“Financial statements may be 
filed in such form and order, and 


Part 1—Balance Sheet Captions 
Assets and other debits: 
1—Cash and cash items 
2—Marketable securities 
3—Notes receivable ((trade) 
4—Accounts receivable (trade) 


may use such generally accepted 
terminology, as will best indicate 
their significance and character in 
the light of the provisions applic- 
able thereto.” 


Not every company, of course, will 
use all of the items comprising the 
three parts of balance sheet presenta- 
tion. Only the applicable items are 
to be used, that is to say, where the 
items and conditions in question are 
present in the business of the com- 
pany. Let us set down for reference 
the prescribed items for Part I, or 
balance sheet captions, as taken from 
Regulation S-X. 


(Rule 5.02) 


5—Reserves for doubtful notes and accounts receivable (trade) 


6—Inventories 
7—Other current assets 
8—Total current assets 
9—Securities of affiliates 


10—Indebtedness of affiliates—Not current 


11—Other security investments 
12—Other investments 


13—Property, plant, and equipment 
14—Reserves for depreciation, depletion, and amortization 
15—Patents, trade marks, franchises, goodwill, and other intangible 


assets 


16—Reserves for depreciation and amortization of intangible assets 
17—Prepaid expenses and other deferred items 


18—Organization expense 
19—Debt discount and expense 


20—Commissions and expense on capital shares 


21—Other assets 


Liabilities, capital shares, and surplus: 


22—Notes payable 
23—Accounts payable (trade) 
24—Accrued liabilities 
25—Other current liabilities 
26—Total current liabilities 
27—Deferred income 
28—Funded debt 
29—Indebtedness to affiliates 
30—Other long-term debt 
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31—Other liabilities 


32—Reserves, not shown elsewhere 


33—Capital shares 


34—Surplus 


Supporting schedules are _pre- 
scribed with respect to 14 of the 
above 34 captions. Schedule XI, re- 
lating to guarantees, and Schedule 
XIV, relating to warrants or rights, 
call for information with respect to 
the balance sheet as a whole. 

The requirements for the support- 
ing schedules are referred to in Regu- 


lation S-X under a designated Rule 
for each schedule. Following is a 
tabulation of these schedules, form- 
ing Part 2 of balance sheet presen- 
tation. It will be noted that the 
tabulation includes reference to the 
applicable rule, also to the balance 
sheet caption or captions which each 
schedule is designed to support. 


PART 2—BALANCE SHEET SCHEDULES (Rule 5.04) 


Rule Caption Schedule Title of Schedule 

1202 2&11 I Marketable securities—other security 
investments. 

12.03 7 II Amounts due from directors, officers, and 
principal holders of equity securities 
other than affiliates. 

12.04 9 ITI Investments in securities of affiliates. 

12.05 10 [V Indebtedness of affiliates—Not current. 

12.06 13 V Property, plant, and equipment. 

12.07 14 VI Reserves for depreciation, depletion, and 
amortization of property, plant, and 
equipment. 

12.08 5 VII Intangible assets. 

12.09 16 VIII Reserves for depreciation and amortization 
of intangible assets. 

12.10 28 IX Funded debt. 

ag 29 X Indebtedness to affiliates—Not current. 

1212 XI Guarantees of securities of other issuers. 

i135 32 & 5 XII Reserves. 

12.14 a3 XIII Capital shares. 

12.15 XIV Warrants or rights. 

5.04 31 XV Other securities (i.e., those not included in 


schedules IX, XI, XIII, or XIV). 


If the amount to be shown under 
any balance sheet caption is not sig- 
nificant, the caption need not be 
separately set forth. However, the 
captions or column headings of any 
applicable schedule should be copied 
down exactiy as they appear in the 
prescribed form. In the case of in- 
applicable schedules not filed, a list 
thereof must be given with the 
reason or reasons for their omission. 
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We now come to the third part of 
the presentation, namely, the general 
notes to the balance sheet. Although 
only five general notes are indicated, 
additional notes should be used 
where appropriate. 


Part 3—BALANCE SHEET NOTES 
(Rule 3.18) 


1. Assets subject to a lien. 
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2. Intercompany profits and 
losses. 


ww 


Defaults in principal, interest, 

Ci. 

4. Preferred shares: 

(a) Requisite data, if callable. 

(b) Arrears in cumulative divi- 
dends. 

(c) Preferences on involuntary 
liquidation. 


5. Contingent liabilities. 


If the information called for by 
the above general notes is set forth 
on the face of the balance sheet, it 
is not necessary to repeat the infor- 
mation in the form of notes. Follow- 
ing is the text of Rule 3.08, in which 
the Commission urges the simplifi- 
cation of footnote presentation by 
suggesting the use of a single state- 
ment of accounting principles and 
practices in place of a long series of 
notes: 


“Information required in notes 
as to accounting principles and 
practices reflected in the financial 
statements may be presented in 
the form of a single statement. In 
such case specific references shall 
be made in the appropriate finan- 
cial statements to the applicable 
portion of such single statement.” 


Thus we have the mechanics of 
balance sheet presentation, repre- 
senting the minimum requirements 
under the 1933 and 1934 Acts. Should 
the registrant wish to add such fur- 
ther information as will contribute 
to an understanding of its financial 
condition, an invitation to do so is 
given in Rule 3.06 reading as follows: 


“The information required with 
respect to any statement shall be 
furnished as a minimum require- 
ment to which shall be added such 
further material information as is 
necessary to make the required 
statements, in the light of the cir- 
cumstances under which they are 


376 


made, not misleading. This rule 
shall be applicable to all state- 
ments required to be filed, includ- 
ing copies of statements required 
to be filed in the first instance 
with other governmental agencies.” 


The last sentence of the above rule 
has its application to railroad and 
communication companies whose 
statements in the form required by 
other federal commissions are filed 
with the S. E. C. as part of a regis- 
tration statement or annual report. 


Content of Balance Sheet 


The content of the balance sheet 
is the real test of its merit. Content 
is the end for which form is the 
means. Form alone will not satisfy 
the investor’s appetite. As Mr. Jus- 
tice Holmes once remarked: “The 
only use of forms is to present their 
contents just as the only use of a 
pint pot is to present the beer... 
and infinite meditation upon the pot 
will not give you the beer.” 

Let us then, transfer our meditation 
from the pot to the beer. As we 
look over the 34 captions we can an- 
ticipate the content the Commission 
has in mind. Having wrestled with 
balance sheets for so many years, we 
find that much of the content is al- 
ready familiar. We find that most 
of the precepts now put into rules 
conform to practices followed years 
ago before there was a Securities and 
Exchange Commission to standard- 
ize prescribed rules with respect to 
balance sheet presentation. We find 
also that some of the requirements 
were departures from previously ac- 
cepted practices, but none the less 
salutary. 

The Commission has expanded 
our familiar balance sheet so as to 
add more disclosure in some spots, 
shore up weaknesses in others, and 
infuse into the whole a uniform ap- 
plication of the best there is in our 
everyday practice. In the past each 
of us seemed to have his own by- 
path into the wilderness of so-called 
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accepted accounting principles. To- 
day, the Commission in cooperation 
with the accounting profession, is 
cutting the brush that separated us 
and we are now staking out a broad 
highway over which all can travel 
toward the continuous improvement 
of the presentation of financial state- 
ments. 


Full and Fair Disclosure 

As we travel along that highway, 
cooperating with industry and the in- 
vestor, we do so under a common 
requirement of “Full and Fair Dis- 
closure.” Among all parties con- 
cerned it is known and agreed that 
each and every caption of the balance 
sheet, if the amount be significant, 
must be tried and tested in the cru- 
cible of this requirement. 

The Commission does not ask for 
complete rigidity in its accounting 
requirements. It does insist on full 
and fair disclosure of all accounting 
facts and accounting practices, to- 
gether with assurance that the data 
presented are in accordance with 
generally accepted accounting prin- 
ciples. Its function has been aptly 
described in the following language: 


“It is the function and duty of 
the Commission to assure that a 
fair and truthful disclosure of the 
material facts essential to an ap- 
praisal of the value of securities 
be made available to prospective 
purchasers, or in the absence of 
such disclosure, to prevent their 
sale. But disclosure does not oc- 
cur automatically; it must be en- 
couraged and cultivated and, in 
certain instances, forced.” 


The working of encouraging and 
cultivating better accounting stand- 
ards is a continuous process. From 
time to time some new rule leading 
to improvement in procedure is an- 
nounced. We may be sure that it is 
the result of appropriate investiga- 
tion and consultation. The Commis- 
sion has never resorted to formal 
hearings prior to the issuance of 
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rules and regulations, but has relied 
entirely upon its investigative and 
consultative techniques. 

As an example of the investigative 
technique, we may refer to the in- 
vestigation made by the Commission 
as a prelude to the disposition of 
applications for confidential treat- 
ment shortly after the Exchange Act 
had been passed. Hundreds of such 
applications were filed, requesting 
suppression of data concerning gross 
sales and cost of goods sold. It was 
claimed by the applicants that dis- 
closure of such data would be harm- 
ful and would result in extensive 
price cutting. Thereupon the Com- 
mission initiated a special investiga- 
tion, conducted by three attorneys, 
assisted by accountants and analysts, 
who traveled about the country in- 
terviewing experts and business men, 
and examining books and sales meth- 
ods. It was found that the cost fig- 
ures were, in fact, rarely secret and 
that they had little to do with the 
forces determining buying policies or 
price competition. 

As an example of the consultative 
technique, we may refer to the his- 
tory of Regulation S-X itself. In 
1936 the Director of the Forms and 
Regulations Division wrote to select- 
ed experts, requesting their sug- 
gestions in respect of the accounting 
instructions for one of the registra- 
tion forms. In January, 1938, a pre- 
liminary draft of Regulation S-X 
was sent to over 400 persons and 
groups, including the American In- 
stitute of Accountants. Several hun- 
dred replies were received and analyzed 
by the staff in the course of subse- 
quent months. As a result, the draft 
was generally revised and again sub- 
mitted to a smaller group of persons 
who had made contributions to its 
development. Conferences with the 
American Institute of Accountants 
were held thereafter, and Regulation 
S-X was finally released on February 
21, 1940. Since then, and by the same 
process, the original text has been 
expanded and changed in several 
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places. Possibly the most significant 
change from the accountant’s view- 
point was the one dealing with ac- 
countants’ certificates, Rule 2.02, as 
set forth in Accounting Release No. 
21, effective March 1, 1941. 

As a further example of the con- 
sultative technique, we may refer to 
the development of the rules relating 
to the uniform systems of accounts 
under the Holding Company Act. 
These rules were submitted to and 
extensively discussed with represen- 
tatives of the industry as well as a 
special committee of experts on pub- 
lic utility accounting appointed by 
the American Institute of Accoun- 
tants. Rules of this nature are highly 
technical, dependent for their efficacy 
upon the working out of the most 
minute details. It was therefore im- 
portant to consult all experts who 
may have useful information or opin- 
ions on the subject. 

In the early history of the Com- 
mission the consultative technique 
was used extensively. When the 
basic forms and regulations had to 
be devised, various committees were 
formed by outside groups, among 
them the American Institute of Ac- 
countants. Drafts were sent to these 
committees for criticism and advice, 
and both the staff and the Commis- 
sion itself consulted with the com- 
mittee members from time to time. 
As former Commissioner George C. 
Mathews has stated: “Professional 
societies have been ready to do their 
part in fitting the new legislation to 
the needs of investors. Accountants 
have given whole-hearted assistance 
to the Commission in designing re- 
quirements that would operate to 
inform investors with a minimum 
burden to industry.” 

In some of the balance sheet cap- 
tions, we may find that the dictum of 
full disclosure is reflected to a greater 
extent than in others. In the space 
remaining I should like to comment 
briefly upon the content required for 
certain captions as to which the in- 
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fluence of the S. E. C. has conduced 
to better accounting treatment. 


Caption 2—Marketable securities. 

Only securities having a_ ready 
market are to be included in this cap- 
tion. Marketable securities are gen- 
erally those of a marketable charac- 
ter which have been acquired for 
temporary investment. Schedule 1 
is not required when marketable se- 
curities do not constitute 15% or 
more of total assets, nor is this sched- 
ule required when the aggregate of 
such securities plus other security 
investments is less than 20% of total 
assets. The basis used in determining 
the carrying value of the securities 
should be shown in both balance 
sheet and Schedule 1. The term 
“book value” alone will not suffice. 
It should be explained whether this 
term represents cost, market, or ap- 
praised value. 


Captions 3, 4 and 5— 

Trade receivables. 

Notes and accounts receivable 
must be stated separately, and re- 
serves for doubtful items must be 
deducted from the related assets. 
When no reserve is provided the 
policy followed in treating such losses 
should be stated. According to Rule 
12.13, Schedule XII must be submit- 
ted for all reserves even if the amount 
is not significant. Accounts receiva- 
ble pledged as collateral for a loan 
should be disclosed and clearly des- 
ignated. This requirement applies 
not only to the balance sheet of the 
registrant but also to the balance 
sheet of the business acquired by the 
registrant. 


Caption 6—Inventories. 

The basis of determining the 
amounts of the inventories shall be 
stated. In addition, if a basis such 
as “cost,” “market,” or “cost or mar- 
ket, whichever is lower” is given, 
there shall also be given, to the ex- 
tent practicable, a general indication 
of the method of determining the 
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“cost” or “market”: e.g., “average 
cost” or “first-in, first-out.” Where 
found impracticable to state the ma- 
jor classifications of inventories, the 
reason therefor should be fully dis- 
closed. If part of the inventory is 
included in current assets in accord- 
ance with generally recognized trade 
practices, an estimate, if practicable, 
shall be given of the portion not 
realizable within one year. 


Caption 9—Investments in 

securities of affiliates 

The value of the investment in se- 
curities of affiliates should be stated 
separately from the value of the 
amounts due from affiliates as a re- 
sult of loans or advances. Support- 
ing Schedule III calls for three major 
groupings into (a) subsidiaries con- 
solidated, (b) subsidiaries not con- 
solidated, and (c) other affiliates. It 
is required by Rule 4.05 that a state- 
ment shall be made of the amount of 
any difference between the invest- 
ment of the registrant and its con- 
solidated subsidiaries, as shown by 
their books, in the unconsolidated 
subsidiaries for which statements 
are filed and the equity of such per- 
sons in the net assets of such uncon- 
solidated subsidiaries, as shown by 
the books of the latter. 


Caption 13—Property, plant, 
equipment. 


Caption 14—Reserves for deprecia- 
tion, depletion, and amortization. 
Schedules V and VI required in 

support of the property accounts and 

related reserves stress the import- 
ance of complete information as to 
changes taking place during the per- 
iod. Additions to property for con- 
sideration other than cash should be 
adequately explained, and so also 
decreases in the property account 
which represent retirements or sales 
at other than cost. Where deprecia- 
tion is credited directly to the prop- 
erty account, the reason for this pro- 
cedure should be disclosed together 
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with the names of the accounts in 
which the offsetting debits were re- 
corded. The classification of the 
reserve accounts should correspond 
with the classification of the prop- 
erty accounts. 


Caption 15—Patents, goodwill, and 
other intangibles. 


Caption 16—Reserves for 
depreciation and amortization. 
Unless exceedingly difficult, in- 

tangible assets and reserves should 
be stated separately from fixed as- 
sets. If it is not practicable to make 
the separation, there should be 
stated in the balance sheet any known 
amount of intangibles so included 
with an indication that a further un- 
known amount of intangibles is also 
included. There should also be stat- 
ed full information bearing on the 
basis used for determining the values 
of intangibles, the cost thereof to the 
persons who sold them to the reg- 
istrant, or the relationship between 
the vendor and the officers and direc- 
tors of the registrant. Where there 
has been no provision for the peri- 
odic amortization of intangibles, the 
reason for failure to provide for such 
amortization should be disclosed. 


Caption 33—Capital shares. 

The capital stock should be pre- 
sented in the balance sheet in a man- 
ner which will disclose the number 
of shares of each class of stock auth- 
orized and issued. The par value of 
each share of each class is to be dis- 
closed, together with the total par 
or stated value of the stock issued 
and outstanding. Reacquired shares, 
if significant in amount, shall be 
shown separately as a deduction 
from capital shares, or from the total 
of capital shares and surplus, or from 
surplus, at either par or stated value, 
or cost, as circumstances require. 
The amount of stock subscribed for 
but not issued should be shown as a 
separate item for each class of stock. 
In the case of preferred stock, when 
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the excess of the preference on invol- 
untary liquidation over par or stated 
value is significant, the following in- 
formation must be set forth: the dif- 
ference between the aggregate pre- 
ference on involuntary liquidation 
and the aggregate par or stated value; 
a statement that this difference, 
plus any arrears in dividends, ex- 
ceeds the sum of the par or stated 
value of the junior capital shares and 
the surplus, if such is the case; and a 
statement as to the existence, or 
absence, of any restrictions upon 
surplus growing out of the fact that 
upon involuntary liquidation the pre- 
ference of the preferred shares ex- 
ceeds its par or stated value. 


Caption 34—Surplus. 


Wherever possible, surplus should 
be presented in the balance sheet 
under four divisions: (a) paid-in 
surplus, (b) surplus arising from 
revaluation of assets, (c) other capi- 
tal surplus, and (d) earned surplus. 
However, if the registrant in the 
past has carried all surplus items in 
one account, one total will suffice 
provided that the changes during 
the year are submitted in sufficient 
detail to permit the investor to de- 
termine for himself whether these 
changes were in the nature of earned 
or capital surplus. It is not contem- 
plated that the old surplus account 
should be broken up on an arbitrary 
basis. There must be complete knowl- 
edge of each of the items which 
went into the surplus account from 
the date of its creation. If surplus 
is not segregated in the balance 
sheet, the account titles used in the 
balance sheet shall be such as will 
indicate the general tvpes of surplus 
included. 

Earned surplus should be charged 
with the full amount of the down- 
ward revaluation of fixed property, 
since such decrease in value repre- 
sents an accumulation of deprecia- 
tion not recognized in prior years. 
Where, however, the amount of the 
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write-down is greater than the 
amount of the earned surplus bal- 
ance, the excess may be charged 
against capital surplus. Subsequent 
statements of earned surplus should 
then designate the point of time from 
which the new surplus dates. 

In addition to the requirement of 
“dating” surplus, the Commission 
also requires that subsequent sur- 
plus statements for at least three 
years should indicate the circum- 
stances of making charges to capi- 
tal surplus which would otherwise 
have been made against earned sur- 
plus. In this connection there has 
come into use the term quasi-reor- 
ganization to describe the corporate 
procedure in the course of which 
a deficit is charged to capital sur- 
plus previously existing or arising 
in the course of the quasi-reorganiza- 
tion. As this somewhat legalistic 
term suggests, the enterprise is per- 
mitted to restate its accounts with 
the same result as though business 
were transferred to a newly-organi- 
zed corporation. In the case of such 
readjustments, however, sound ac- 
counting practice ordinarily requires 
that a clear report be made to stock- 
holders of the proposed restatement 
and that their formal consent thereto 
be obtained. Where no shareholder 
vote has been secured, such action 
not being required under the appli- 
cable state law, the Commission has 
ruled in its Accounting Release No. 
16 that in each balance sheet and 
surplus statement filed thereafter 
there should be made “a complete 
disclosure of all the attendant facts 
and circumstances and their effect 
on the company’s financial position.” 
In the first financial statements filed 
there should be included a full ex- 
planation of the transaction and “its 
possible effect upon the character 
of future dividends.” The Commis- 
sion suggests that such an explana- 
tion might well conclude with the 
statement that if subsequent earn- 
ings are less than the deficit written 
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off, “distributions thereof may in 
effect represent distributions of capi- 
tal or capital surplus.” 

This brief comment on balance 
sheet captions is sufficient to indi- 
cate the influence of the S.E.C. in 
the development of sound account- 
ing principles and practices and in 
the improvement of the standards 
of disclosure. The words “disclo- 
sure” and “state separately” are met 
with at every turn as we study the 
accounting requirements of the Com- 
mission. These requirements are dealt 
with at length in Dr. Greidinger’s 
book, “Accounting Requirements of 
the S.E.C.,” the language of which 
[ have drawn upon freely. 

As members of the accounting 
profession we must remember that 
the decrees of public opinion are 
only partly crystallized in law. Much 
more is said impliedly. These de- 
crees not only put the accountant on 
his honor to act impartially toward 
all concerned—they also give to his 
judgments additional authority and 


weight. In expressing his views he 
is decidedly more frank than ever 
before. He is decidedly more pre- 
cise. For things are happening in 
accounting practice—and are going 
to continue to happen, because change 
is the keynote of progress. 

In this process of change and 
progress, the profession owes a debt 
to the S.E.C. whose requirements 
have had a most profound effect on 
our progress toward substance and 
clarity in the presentation of finan- 
cial statements. In due course, the 
young men in accounting schools 
will take over, going forward to fur- 
ther spheres of responsibility and 
usefulness. They also will encounter 
difficulties on the way. They will 
be tempted to give in to compla- 
cency, to cast off still heavier re- 
sponsibility. But they will build 
on the solid rock of full and fair 
disclosure and thus continue the 
progress and development of the 
accounting profession. 
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Problems on 1941 Excess Profits 
Tax Returns 
By THe CoMMITTEE ON FEDERAL TAXATION 

On February 9, 1942, at the Engineering 
Auditorium, the Committee on Federal Taxa- 
tion held the third of its monthly meetings 
designed for the purpose of enabling the mem- 
bership of the Society to more fully partici- 
pate in a discussion of federal tax problems. 

The general statement and discussion of 
the subject was prepared and presented by 
Paul D. Seghers. Questions, followed by 
answers and comments by J. S. Seidman, 
Nathan F. Ross and James Campbell, who 
assisted Mr. Seghers on the rosirum, and by 
other members of the Society, are reported 
below. 

These published proceedings must be re- 
garded as expressions of personal opinion by 
the committee members; they are not official 
statements of the Society or of its Committee 
on Federal Taxation. 


Many of the perplexing problems in 
connection with the excess profits tax 
have already been dealt with in the prepa- 
ration of last year’s returns. However, 
many new problems will be encountered 
in the preparation of the 1941 excess 
profits tax returns, arising out of changed 
conditions which may be classified under 
these headings: 


1. Changes made in the excess profits 
tax provisions of the Code by the 
1941 Revenue Act. 

New transactions occurring in 1941. 
The need for a larger excess profits 
credit this year than last year. 

4. Clarifications and new _ interpreta- 

tions. 
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In addition to these new problems, of 
course, there are all those which are to 
be met with in the preparation of an excess 
profits tax return where none was made 
for the preceding taxable year, or where 
it is considered necessary, for any reason, 
to review completely the computations 
made in the preparation of the return for 
the preceding year. Also, proposed ad- 
justments by Revenue Agents, affecting 
1940 excess profits tax returns, may give 
rise to problems requiring consideration 
in connection with the preparation of 1941 
returns. 


1. Changes in the 1941 Act 


The reversal of the order of the compu- 
tation and deduction of income and excess 
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profits taxes will, in many instances, re- 
quire a complete reconsideration of the 
method of computing the excess profits 
credit. For instance, it may be found that 
a larger credit will result this year from 
the use of the income method, although 
the invested capital method gave the 
larger credit last year. This may result 
solely because of the elimination of the 
deduction of income taxes in the compu- 
tation of base period net income under 
the 1941 Act. 

Such a change in the method of com- 
puting the excess profits credit is likely 
to render it advisable, if not essential, to 
make a complete new study of income and 
deductions for the base period, in an 
endeavor to discover adjustments which 
might have been disregarded last year 
as being of no significance at that time. 

Another change in the 1941 Act which 
may cause many difficulties, relates to 
the determination of the excess profits 
credit carry-over. The amount, if any, of 
such carry-over must be computed as 
though all the existing excess profits tax 
provisions of the Code (as amended by 
the 1941 Revenue Act) had been in effect 
for the preceding year or years. Hence, 
where it appears that it may be possible 
to obtain the benefit of such a carry-over, 
it will be necessary to revise the compu- 
tation of both the excess profits net income 
and the excess profits credit of the pre- 
ceding year. Also, if it was obvious that 
there was no possibility of any excess 
profits tax liability for the preceding tax- 
able year, there may have been a failure 
to make as careful a determination of 
these figures as would have been the case 
had a tax been due. Hence, in such a 
case a complete review of the figures 
shown by the excess profits tax return 
for the preceding taxable year may be in 
order, in addition to making any adjust- 
ments occasioned by the changes in the 
1941 Act. 


2. New transactions in 1941 


The most difficult problems likely to 
arise out of new transactions in 1941 have 
to do with the organization of new corpo- 
rations and the acquisition of assets in 
transactions coming with the scope of the 
provisions of Supplements A and B of the 
Excess Profits Tax Act (that is, sections 
740-744 and 750-752). 

The computation of the additional 25% 
inclusion in invested capital on account 
of new capital, as defined in Sec. 718(a) (6), 
also presents numerous problems and a 
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great deal of technical compexity where 
the numerous exclusions, deductions and 
limitations with respect to the amount of 
new capital must be applied on a daily 
basis. 


3. The need for a larger excess profits 
credit this year 

If the excess profits credit shown by last 
year’s return greatly exceeded the excess 
profits net income for that year, or there 
was no excess profits net income, it is 
likely that no special efforts were made 
to determine all possible adjustments 
which might have been made in the com- 
putation of the excess profits credit, 
whether under the invested capital or the 
income method. However, if it is apparent 
that the corporation will have a large 
excess profits tax liability this year, it 
may be essential to give thorough study 
to many problems which were ignored 
last year. For example, it may have been 
simpler and easier last year to determine 
the amount of the credit under the invested 
capital method (using book figures, with 
few or no adjustments), rather than to set 
up all the analyses necessary for a correct 
determination of the excess profits net 
income of each year in the base period 
(giving effect to adjustments for abnor- 
malities, etc.) However, this year it may 
be important to make every possible effort 
to determine the exact amount of the credit 
under one of the two methods, or perhaps 
both. 


4. Clarifications and new interpretations 

Several new clarifications and new inter- 
pretations have been issued. It is now 
held that treasury stock may be an “inad- 
missable asset,” and since it does not 
result in a distribution of equity capital it 
will perhaps benefit some taxpayer corpo- 
rations. 

G.C.M. 23047 states that in computing 
the average base period net income for 
excess profits tax purposes, where there 
was a deficit for the first half of the base 
period, it should be given its full effect as 
such deficit and not treated as Zero. 
Therefore, such a deficit should be added 
to the net income for the second half of the 
base period to determine the “difference.” 

Where a corporation, on the calendar 
year basis, dissolves on June 30, the profits 
made during those 6 months will be taxed 
at the same level of rates as if equivalent 
amounts of income had been earned 
throughout a full twelve month period. 
Thus, a corporation, dissolved on June 30, 
with an excess profits net income of 
$150,000 for a taxable period January 1, 
to June 30, pays %4 the tax it would pay 
if it had an excess profits net income of 
$300,000 for a full year. 
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T.D. 5112 has the effect of liberalizing 
Section 734 regarding adjustments due to 
inconsistent treatment of items or trans- 
actions by its predecessor. The term “pre- 
decessor” is now well-defined. Further- 
more, it states which parties can insist 
upon the correct treatment of such items 
and which parties may withdraw from 
an inconsistent position. 


Question: Can an excess profits credit 
carry-over be claimed in a 1941 return if 
no excess profits tax return was filed for 
1940? 


Answer: Yes, the right to such credit 
does not depend upon having filed an ex- 
cess profits tax return for the preceding 
taxable year. 


Question: Can a corporation compute 
its excess profits credit carry-over for 
1941 by the use of either the income or 
invested capital method (whichever is the 
more advantageous), where one of such 
methods was disclaimed in its 1940 excess 
profits tax return? 


Answer: No, the disclaimed method 
may not be used in the computation of 
the credit. The Regulations provide that 
the excess profits credit for the purpose 
of the carry-over, where the taxpayer is 
entitled to use either the income or the 
invested capital method and has disclaimed 
neither, means the credit which results in 
the larger excess profits credit. 


Sec. 710(c)(1) provides that in the com- 
putation of the unused excess profits credit 
carry-over the credit is to be computed 
on the basis of the excess profits credit 
applicable to the prior taxable year. Sec. 
712(c) provides that if use of the credit 
on either basis is disclaimed, the credit 
so disclaimed shall not be applicable to 
the computation of the excess profits tax 
for such year. Hence, only the method 
not disclaimed may be used in computing 
the credit for the preceding year, which 
in turn is used in the computation of the 
excess profits credit carry-over. A state- 
ment directly to this effect appears in 
Senate Finance Committee Report (No. 
75) on Excess Profits Tax Amendments 


of 1941, 1941-1 C.B. 565: 


“If such disclaimer is made, the credit 
so disclaimed shall not, for the purpose 
of the internal revenue laws (e.g., the 
computation of earnings and profits, the 
computation of the excess profits credit 
carry-over, etc.), be applicable to the 
computation of the tax for such taxable 
year with respect to which the dis- 
claimer is made.” 


Question: In computing the limitation 
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on the credit for foreign taxes against the 
normal tax and surtax, must a propor- 
tionate part of the U. S. excess profits 
tax be deducted in determining the amount 
of net income from foreign sources for 
the purpose of such computation? 


Answer: (a) The answer depends upon 
the meaning of the term “net income from 
foreign sources” for the purpose of Sec. 
131(b). Under this section, the credit for 
foreign taxes is limited to the same pro- 
portion of the normal tax and _ surtax 
which the net income from foreign sources 
bears to the normal-tax net income. The 
question seems to be a highly debatable 
one and will most probably in the first 
instance be decided by the Bureau in its 
own favor. However, it is believed that 
the taxpayer would be justified in com- 
puting the credit without reducing the 
numerator (foreign income) by any part 
of the U. S. excess profits tax. 


Alternative Answer: (b) “Net income” 
is defined by Sec. 21 of the Code as gross 
income less the deductions allowed by 
Sec. 23. For taxable years beginning 
after December 31, 1940, the excess profits 
tax is one of the deductions allowed by 
Sec. 23. Hence, there do not appear to be 
any grounds for failing to compute and 
deduct a proper amount of U. S. excess 
profits tax with respect to income from 
foreign sources, in determining the amount 
of “net income from foreign sources” for 
the purpose of Sec. 131(b). However, the 
Regulations fail to throw any light on 
the manner in which such computation 
should be made. It may be that if the 
corporation had no income from any other 
source, it would not be liable for any 
U. S. excess profits tax. In such a case, 
it might be argued that no deduction 
should be made for U. S. excess profits 
tax in computing the amount of such net 
income from foreign sources. 

There is a further consideration—in 
view of the credit allowed by Sec. 729 
(against the excess profits tax) on account 
of any portion of foreign income tax not 
allowed as a credit by Sec. 131 (against 
the income tax) the method of computing 
the limitation under Sec. 131(b) may not 
be important. No corresponding problem 
exists with respect to the computation of 
the limitation under Sec. 729 


Facts: A corporation was organised in 
May 1940, and adopted a November 30 fiscal 
year. For its taxable year ended November 
30, 1940 it file d an income tax return and 
an excess profits tax return. In March 1941 
it organised two subsidiaries which it still 
OWNS. 


Question: (a) Can the parent corpora- 
tion file a consolidated excess profits tax 
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return for the year ended November 30, 
1941, and if so, on what basis? 


Answer: (a) Under the consolidated 
excess profits regulations, the taxable year 
of a consolidated group is that of the 
common parent. There does not appear 
to be any reason why a consolidated ex- 
cess profits tax return should not be filed, 
if it is to the advantage of the corpora- 
tion to do so. However, since the sub- 
sidiaries would have to file separate in- 
come tax returns under the 1941 Act, the 
amount of excess profits tax to be de- 
ducted in such returns would have to be 
determined by an apportionment formula 
of some kind. 


Question: (b) Under the above facts, 
could a consolidated excess profits tax 
return be filed for the year ended Novem- 
ber 30, 1941 and separate returns be filed 
for the following year? 


Answer: (b) Yes. Such a consolidated 
return would be filed under the provisions 
of the 1940 law, and the Commissioner 
has given corporations the privilege of 
making a new election with respect to the 
form of return to be filed for years begin- 
ning in 1941, because of the changes in 
the 1941 Revenue Act. 


Facts: Corporation A, on July 1, 1941, be- 
canie an acquiring corporation and qualified 
under the provisions of Sec. 742(d) by ac- 
quiring all the assets of Corporation B, 
qualified component corporation, both corpo- 
rations having been in existence on January 1, 
1936. Both corporations will file separate 
excess profits tax returns for the year 1941. 
Corporation A had a loss during the base 
period and Corporation B had a substantial 
amount of excess profits net income for the 
base period. 


Question: (a) Can Corporation A com- 
pute its excess profits credit under the 
“growth” corporation formula provided in 
Sec. 713(f), using the base period net in- 
come of Corporation B, as permitted by 


Sec, 742(d)? 


Answer: (a) No. The computations 
prescribed in Sec. 742 are in lieu of those 
prescribed in Sec. 713. Therefore, a cor- 
poration desiring to use the base period 
net income of a qualified component cor- 
poration pursuant to the provisions of 
Sec. 742 may not use the “growth” cor- 
poration formula prescribed in Sec. 713(f). 
Accordingly, if the computation is to be 
made under Sec. 742 (using the income 
of the component), the average base period 
net income must be determined as pro- 
vided in that section, no effect being 
given to the excess of the income of the 
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second half of the base period over that 
of the first half. 


Question: (b) Assuming that Corpora- 
tion B was completely liquidated and dis- 
solved on July 1, 1941 and both Corpora- 
tions filed separate excess profits tax re- 
turns for the calendar year 1941, shall 
Corporation A, in applying Sec. 742(d), 
include the full base period income of 
Corporation B, or one-half of Corporation 
A’s base period income and one-half of 
Corporation B’s base period income, in 
view of the fact that Corporation A be- 
came an acquiring corpor: ation of the 
assets of Corporation B on July 1, 1941? 


Answer: (b) Corporation B_ will file 
a separate excess profits tax return, re- 
flecting therein its operations up to the 
date of liquidation and dissolution on July 
1, 1941. For the purpose of this return, 
it will use its base period income, pre- 
sumably under the “growth” provisions of 
Sec. 713(f), since it would appear that 
this would result in the greater credit. 
The excess profits tax return of Corpora- 
tion A will reflect its operations for the 
full calendar year, including any income 
from the assets acquired from Corpora- 
tion B. Accordingly, an equitable appli- 
cation of Sec. 742(d) would appear to re- 
quire Corporation A to compute its base 
period income for 1941 by taking one-half 
of the base period income of Corporation 
B, disregarding the “growth” provisions, 
(this corresponding to its inclusion of the 
assets taken over from Corporation B and 
the income from those assets for one-half 
of the year) and one-half of its own base 
period income (to correspond with the 
period from January 1, 1941 to July 1, 1941, 
before the take-over). In the absence of 
any examples in the regulations and any 
clarifying information in the Congressional 
discussion, any further clarification must 
come by way of Congressional amend- 
ment or judicial decision. (Sec. 742(d) was 
first inserted in the Senate Committee 
amendments to the Second Revenue Act of 
1940). 

In the absence of any specific statement 
in the law or the regulations it is assumed 
that the liquidation and dissolution of Cor- 
poration B on July 1, 1941 will not require 
the placing of the income of Corporation 
B for the first six months of 1941 on an 
annual basis. 


Question: In 1938 a corporation paid 
$6,000 in settlement of a claim of a former 
employee for disputed items of compensa- 
tion and traveling expenses. This item was 
restored to base period net income as an 
abnormal deduction (under the provisions 
of Sec. 711(b)(1)(H) ) in the corporation’s 
1940 excess profits tax return. The cor- 
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poration had no other deduction during the 
preceding four years on account of any 
claim, etc. of the type described in Sec. 
711(b)(1)(H). Nevertheless, a Revenue 
Agent takes the position that this item is 
not the type of claim intended to be 
covered by that section, and that the ex- 
pense must be classed as compensation 
and traveling expense for the purpose of 
the adjustment, subject to limitation under 
the 125% rule and the provisions of Sec. 
711(b)(1)(K). Is the Revenue Agent 
correct? 


Answer: No. Paragraphs (H) and (I) 
of Sec. 711(b)(1) deal with two specific 
classes of deductions, while paragraph (J) 
deals with deductions of any other class 
which may be found abnormal. It is a 
general rule of statutory construction that 
the specific always takes precedence over 
the general, where not otherwise provided. 
See Sec. 30. 711(b)-2 of Reg. 109. 


Question: Where a partnership is taken 
over by a corporation and the corporation 
is permitted by Sec. 742 to use the pre- 
decessor’s base period earnings, it is essen- 
tial that any adjustment be made to re- 
duce such earnings for state franchise and 
income taxes, capital stock taxes, etc., 
that the partnership would have had to 
pay if it had been a corporation during 
the base period? 


Answer: A reading of the law and regu- 
lations would indicate that this is required. 
The provision in Sec. 742(g) in regard to 
the computation of the surtax on undis- 
tributed profits in such a case clearly in- 
dicates the intention to require such ad- 
justments in order to put the income on 
the same basis as if the business had been 
incorporated. 


Question: In determining base period 
net income, can an adjustment be made 
under Sec. 711(b)(2)(E) on account of 
casualties to property belonging to others 
than the taxpayer corporation? 


Answer: Yes. Sec. 711(b)(2)(E) refers 
to deductions under Sec. 23(f) for casu- 
alties, etc. The latter section provides 
that there shall be allowed as a deduc- 
tion: “In the case of a corporation, losses 
sustained during the taxable year and not 
compensated for by insurance or other- 
wise.” Hence, it does not appear to be 
important who is the owner of the prop- 
erty destroyed or damaged by casualty. 
If the loss is borne by the corporation, 
and it has been allowed as a deduction 
for normal income tax purposes, such 
deduction is to be eliminated in computing 
base period net income. 
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Question: Is the growth method of 
computing average base period net in- 
come applicable where the corporation was 
in existence during only part of the base 
period? 


Answer: Yes. Sec. 30.713- 1(d) of Reg. 
109, dealing with the computation of con- 
structive base period net income, starts 
with the heading: “Computation of excess 
profits net income for portions of base 
period during which corporation was not in 
existence; applicable both under Sec. 
713(e) (ie., the general rule) and Sec 
713(f) (i.e., the ‘growth’ corporation meth- 
od). This is in accordance with the pro- 
visions of Sec. 713, subsection (d)(2) of 
which provides for the computation of con- 
structive base period net income “for the 
purposes of subsections (e) and (f),” and 
the latter subsections provide, respectively, 
for the computation under the general rule 
(average) and under the “growth corpo- 
ration” method. 


Question: Where a corporation is al- 
lowed an amortization deduction for an 
emergency facility, should any excess of 
such amortization deduction over the 
amount of depreciation allowable with re- 
spect to such facility be taken into account 
in the determination of its accumulated 
earnings and profits? 


Answer: No. Where the amortization 
deduction exceeds the amount which 
would be allowable as depreciation it 
seems clear that such excess constitutes 
a statutory deduction not representing 
any realized expense or loss during the 
taxable year involved, and hence not to 
be taken into account in determining the 
amount of accumulated earnings and 
profits for excess profits or income tax 
purposes. Such a statutory deduction is 
similar to that for percentage depletion 
in excess of that based on cost, which 
excess likewise is not deducted in the de- 
termination of earnings and profits. See 
S.M. 3550, IV-2 C.B. 239 with respect to 
the amortization deduction under the 1918 
Act. 

Sec. 19.115-3 of Reg. 103 provides that 
the amount of earnings and profits in any 
case depends upon the method of account- 
ing properly applied in computing net in- 
come. Sec. 115 and the Regulations there- 
under are stated to be applicable to the 
computation of earnings and profits for 
the purpose of the excess profits tax. See 
Sec. 30.718-2 of Reg. 109. However, this 
requirement does not apply to statutory 
deductions which do not represent ex- 
penses incurred or losses sustained in the 
taxable year but which are allowed in 


computing taxable net income, such as 
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percentage depletion or the net operating 
loss deduction. 


Question: A corporation having a fiscal 
year ended November 30, 1941, has in- 
creased earnings in last half of base period 
decides to compute its average base period 
net income under Section 713(f). After 
working out the formula for adjustment 
for the year ended after May 31, 1940, a 
figure is arrived at which is less than 
the average and also less than the highest 
excess profit for one of the years in the 
last half of the base period. Which 
amount may be used for the credit on 
the tax return? 


Answer: Section 30.713-1 of Regulations 
109 (as amended by T.D. 5045, May 3, 
1941) would seem to justify the use of the 
method which would give the larger 
credit. 


Question: In arriving at the excess 
profits credit carry-over for the 1941 re- 
turn, are both the specific exemption and 
the credit for 1940 given consideration? 


Answer: No. The specific exemption 
does not enter into the computation of the 
carry-over from 1940 to 1941. Thus if the 
credit is less than the excess profits net 
income of 1940, but the specific exemption 
and the credit are greater than the 1940 
income, there can be no carry-over. 


Question: A corporation has owned a 
boat for a number of years. The U. S. 
Government seizes the boat and specifiies 
a monthly rental for its use by the Navy. 
Shortly thereafter, the boat is sunk and 
the Government awards the corporation 
accordingly. Such award however results 
in a gain. How should this gain be 
treated? 


Answer: Such a gain should be treated 
as an ordinary gain. This answer is based 
on the decision in Helvering v. William 
Flaccus Leather Co. 61 S. CT. 878, where 
the Court held the excess of receipts of 
fire insurance moneys over and above cost 
to be fully taxable as ordinary income. 


Facts: For the year 1940, a corporation 
filed consolidated tax returns for itself 
and subsidiaries. The credit for excess 
profits tax was computed on the average 
earnings basis, but no tax was paid. For 
the year 1941 it has been decided to pre- 
pare and file separate returns for each 
corporation. 


Question (a): Is the carry-over from 
1940, pro-rated amongst all the corpora- 
tions? If so, on what basis? 


Answer (a): There can be no pro-ration. 
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Committee Activities 


Question (b): Would there be any 
change in your answer if the excess profits 
credit were calculated on the invested 
capital basis? 


Answer (b): No. 


Question: How is the excess profits tax 
computed for a corporation on the fiscal 
year basis, ending May 31, which was 
legally dissolved on November 30, 1941? 


Answer: The income for the short 
period is placed on annual basis and one 
half of the excess profits tax so determined 
is the resulting tax liability. Corporations 
in liquidation might well give considera- 
tion to the advisability of postponing legal 
dissolution until the end of the account- 
ing period so as to cover a full twelve 
month period. In this manner it is possible 
to at least reduce the excess profits tax, 
if not to eliminate it entirely. The pro- 
vision in the law “liquidates and dissolves” 
means that not only one, but both events 
must take place, before the corporate ex- 
istence is extinguished. 


Question: In computing the Equity 
Invested Capital for a Corporation result- 
ing from a tax-free reorganization is it 
possible to use the cost bases of the assets 
of the predecessor corporation? 


Answer: Yes. In computing equity in- 
vested capital may claim the predecessor 
corporation’s income taxes bases as the 
value of property paid in under Section 
718 (a) (2). This is true, even though 
such value exceeds the value of the assets 
as they appear on the books of the new 
corporation. 


Question: A Corporation had an excess- 
profits net income in 1940, which, however 
was less than its excess-profits credit for 
that year. 

On its 1940 return it took credit for 8% 
of cash paid in for additional capital stock 
issued during that year. 

On its 1941 return the corporation is 
carrying forward its excess-profits credit 
carry-over from 1940. In setting up the 
said excess-profits credit carry-over, shall 
the credit taken on the 1940 return for the 
cash paid in during 1940 for the additional 
capital stock be recomputed on the basis 
of the 1941 law? In other words, shall the 
said credit for additional equity invested 
capital be recomputed to give effect to the 
additional 25% allowance for new capital 
under the 1941 law? 


Answer: No. The increased excess- 
profits credit is available for 1941 and sub- 
sequent years in cases where additional 
equity invested capital has been paid to a 
corporation. The 25% allowance applies 
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to new capital paid in during any taxable 
year beginning after December 31, 1940. 
The effect of this is not only to increase 
the base for 1941 but also for subsequent 
taxable years. 


Question: Are liabilities arising out of 
unused letters of credit borrowed invested 
capital? “A” makes application to the 
bank for the opening of a letter of credit 
for, say, $10,000. He has no credit stand- 
ing with his bank and is therefore re- 
quired to put up $10,000 before the bank 
will issue letter of credit. “B” has a line 
of credit with the bank and hence is not 
required to deposit the amount of the 
credit. “B” is therefore obtaining credit 
from the bank and in his application for 
letter of credit has made a promise to pay. 
Does this make out a case for borrowed 
invested capital? 


Answer: Insofar as “A” is concerned, 
he has borrowed nothing, but has merely 
made a deposit. 

In the case of “B” so long as the letter 
of credit is not drawn against, there would 
be no borrowed invested capital. 


Question: May credit be taken as bor- 
rowed invested capital with respect to 
customers’ notes receivable discounted? 


Answer: No. They do not constitute 
borrowed invested capital. However, the 
corporation could have borrowed on its 
own note (and used the customers’ notes 
as collateral) and thus obtained the credit. 


Inventory Methods 


Proceedings of a special technical meeting 
of the Committee on Inventory Methods held 
on November 13, 1941, GEorcE B. McCann, 
Chairman. 


The following questions were discussed: 


(a) Does the observation of the taking of 
a physical inventory combined with 
inquiries which establish the effective- 
ness of the methods employed, con- 
stitute sufficient substantiation for the 
issuance of an unqualified report, or 
should the accountant, in addition, fol- 
low up his observations by listing all 
items observed or counted under his 
supervision and subsequently checking 
the listing to the final inventory sheets 
submitted by the client in support of 
the related balance sheet amount? 


(b) Would you say that the procedure of 
listing and subsequent checking should 
apply in the case of a department 
store in which the inventory of 50 or 
more departments is taken at one time 
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employing 500 or more of the client’s 
staff? 

Lively discussion arose in which there 
was rather general participation. The fol- 
lowing conclusions were reached: 

(a) Quantities tested should always be 
traced by the auditors into the final 
inventory sheets. 

(b) Unless the inventory is practically im- 
possible to count, measure or weigh, 
no unqualified report should be issued 
unless physical tests of quantities 
have been made by the auditors. 


The consensus of opinion was that mere 
observation by the auditors of the physical 
inventory taking was not sufficient to sup- 
port an unqualified report. 

The chairman submitted for discussion 
the second question: 

Under what conditions, if any, would 
it be proper to acquiesce in the omission 
of the annual physical inventory because 
of defense work? 

The conclusion reached was that exten- 
sive physical tests made at some time or 
times during the year, substantiating the 
accuracy of the book records, are required 
to support an unqualified report where no 
complete physical inventory is taken as 
of the date of the balance sheet. 

A member referred to conditions in to- 
bacco manufacturing where the individual 
lots must be consumed completely after 
four years, and pointed out that this sim- 
plified the periodic testing of inventory 
records. 

Mr. Hopkins described the methods of 
delivering materials, parts and hardware 
to jobs in process in a machine shop, and 
touched upon the procedure required for 
testing the inventory of jobs in process. 

Another member asked if it is necessary 
to make physical tests of seasonal goods 
owned by the client but omitted from the 
balance sheet. The opinions expressed 
were to the effect that such goods should 
not be omitted from the balance sheet, and 
therefore should be included in the physi- 
cal testing by the auditors. 

Discussions of these questions continued 
to the time set for adjournment, so that 
none of the four additional questions pre- 
pared by the committee could be submitted 
to the meeting. 


Savings and Loan Association 
Accounting 
Proceedings of a special technical meeting 
of the Commuttee on Savings and Loan Asso- 
ciation Accounting held on December 2, 1941, 
THEODORE Kroun, Chairman. 


The following questions were discussed: 


1. Whether it was necessary for asso- 
ciations to undergo the expense of exam- 
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ination by certified public accountants in 
addition to those made by representatives 
of the state and Federal regulatory bodies, 
It was generally accepted in answer to 
this question that the independent auditor 
was looked to for a more comprehensive 
examination than is usually made by the 
Federal and state bodies. It was also 
pointed out that the independent auditor 
is available to prepare interim statements 
and generally to provide associations with 
information and advice throughout the 
year. 

2. To what extent should the auditor 
review legal documents, insurance policies, 
and other papers in the file with regard 
to mortgages and real estate owned. It 
is generally recognized that the account- 
ant is not qualified to review such papers 
from a legal point of view, but it was 
agreed generally that the accountant 
should satisfy himself of the genuineness 
of the documents. This could best be done 
by a review of the internal control which 
would show the various individuals 
through whom the papers had passed and 
the auditor could then satisfy himself in 
regard to the papers in the file. 

3. The question arose as to whether it 
was necessary to make a complete exam- 
ination and re-examination of documents 
and insurance policies at the time of each 
examination. It was generally accepted 
to be the practice to make such complete 
examinations annually. It was _ further 
pointed out that the Federal regulations 
require such examinations annually. 


4. There was considerable discussion 
with regard to the treatment of reserves 
for interest income accrued. There were 
several who considered it preferable that 
all uncollected income be reserved for in 
full, while the contrary opinion was also 
advanced that only interest which was 
ninety days in arrears or more should be 
fully reserved for. It was requested that 
the committee consider this question and 
that it be discussed at a future time. 





Mining and Smelting Accounting 


Proceedings of a special technical meeting 
of the Committee on Mining and Smelting 
Accounting held on November 25, 1941, 
Epwarp G. Carson, Acting Chairman. 


One of the topics discussed related to 
a procedure in which a mining company 
appropriated from earned surplus an 
amount for a reserve for exploration, 
thereafter charging to such reserve the 
cost of exploratory work. Opinions were 
expressed to the effect that the appropri- 
ateness of such procedure would be af- 
fected by the circumstances in the partic- 
ular case. Among the various considera- 
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tions mentioned were whether or not the 
exploration work related to new properties 
or was performed i in connection with prop- 
erties currently in operation, whether or 
not the cost of such work would normally 
be capitalized and whether or not the or- 
ganization recognized depletion in its 
published reports. 

Frequently nonferrous mine production 
contains two or more constituent metals. 
Under such circumstances either the “by- 
product” or “allocation of cost” procedure 
may be appropriate. It was generally 
agreed that where production was sold 
before separation of the constituent metals 
there was no occasion for splitting the 
aggregate cost. However, in those cases 
in which the inventories might consist of 
separated metals and where such metals 
might be sold at different times, some 
method of costing the individual metals 
must be used. In those instances in which 
the secondary or by-product metals repre- 
sent relatively minor portions of the total 
sales value of production the by-product 
method is appropriate, but where one or 
more of the constituent metals represents 
important portions of the aggregate sales 
value then the more appropriate method 
would be to allocate the aggregate cost 
in the same proportions as the selling 
values of the individual metals bears to 
total selling values of all of the metals. 


A question was raised as to whether 
with respect to a mining company operat- 
ing in Latin America there was any par- 
ticular purpose in making adjustments 
during the year for fluctuations in the 
exchange rates of local currency purchased 
for mining operations. It was pointed 
out that the considerations with respect 
to foreign exchange are very different in 
the cases of mining companies than in the 
cases of United States companies whose 
products are sold in Latin America. In 
the case of mining companies the foreign 
currency “flow-sheet” is United States 
dollars to the foreign country and produc- 
tion back to the United States, whereas in 
many other cases this flow is reversed. Con- 
sequently, in the case of mining companies 
which would normally not take any specu- 
lative position in the local currency, it 
might be contended that the cost of the 
production returned to the United States 
is represented by the amount of dollars 
sent abroad regardless of fluctuations in 
the exchange rate of the foreign currency 
between the date of its purchase and the 
date of its expenditure in operating cost. 
An opinion was expressed that interim 
fluctuations might be disregarded but that 
at a balance sheet date a reserve should be 
provided if the current price of local cur- 
rency expressed in United States dollars 
has declined. 


United States Defense Savings Bonds Are 
THE BEST INVESTMENT 
in the World Today 
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PAY THEIR WAY ON 


PURCHASE ccrcc/ 
EXPENSE DISTRIBUTION 


Here’s how McBee Keysort, Unit Analysis and Waxspot 









do a better job. They: 

1) Combine vouchering and distribution into one 
operation. ’ 
Are equally effective whether accounts payable 
ledger or voucher plans are maintained. 

Provide daily balance of purchases and expense 

distributions with total invoices payable. 

Give monthly analysis of purchase and expense 

distribution by accounts . . . with totals for the 

month and year-to-date and comparisons with 

previous periods, 

Allow for unlimited expansion of number of accounts 

or daily volume without any change in procedure. 

—all without altering existing payment records 
or routine, and without requiring trained 


operators. Ask the McBee representative. 


THE M°BEE COMPANY 


General Offices: Athens, Ohio 


Sales Offices in Principal Cities 
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The handful of brains that will help write the peace 


This 24-pound handful of steel— 
Remington Rand’s famed Printing 
Calculator—is a mechanical wizard 
with a one-track mind: Jts only job is 
to save figuring time. Thousands of them 
today are doing this job superlatively 
well. @ Jt saves figuring time because 
it’s 100% efficient ...the only calcu- 
lator that can put in a full 8 hour day 
with no time out for reading the 
answer from dials, copying it down 
and doing the problem a second time 
to prove accuracy. That’s because it 
prints the answer on tape—not only 
the answer, but all factors of every 
division and multiplication problem 
as well...permanent proof, the first 


time, of the accuracy of your work. 
@ Jt conserves vital raw materials right 
now when “fewer machines must do 
the same job.” The Printing Calcu- 
lator does the work of two machines 
...an adder and a calculator. The 
materials it saves, by eliminating the 
need for both kinds of “part-time” 
machine, are a direct gain for defense 
production...and it is America’s genius 
for production, speeded by business 
machines like the Printing Calculator, 
that will inevitably enforce peace in 
this warring world. Remington Rand 


Inc., Buffalo, N. Y. 


See...try...buy...the ONLY calculator 
that prints as it divides automatically, as 
it multiplies electrically, as it adds and 
subtracts... 


The Remington Rand 
Printing Calculator 
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Production Up 20 to 30% 


is not unusual 
with the new Elliott Fisher 
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Keyboard Accounting Machine 
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% Invest in America! Buy Defense Bonds and Stamps 


Copyright 1942, Underwood Elliott Fisber Company 


W invite you to investigate the possibilities of Elliott Fisher machine accounting. In 
many cases, greater accounting production can be attained with a properly applied new 
Elliott Fisher Electric Keyboard Accounting Machine — the only machine with the Flat 
Writing Surface. Handling of carbon paper is completely eliminated . . . forms are handled 
with unequalled speed. The simple standard typewriter keyboard — now COMPLETELY 
ELECTRIFIED — operated by the touch method, is used for all typing and computing. 
Without obligation, ask us how your organization can enjoy the benefits of this popular 
accounting machine. 
Accounting Machine Division 


UNDERWOOD ELLIOTT FISHER COMPANY, ONE PARK AVENUE, NEW YORK, N. ¥, 
Sales and Service Everywhere 


Inderwood Elliott Fisher Company %* Helps Speed the Nation’s Victory! 
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